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OUR COVER 


Our cover this month features Judge William M. Drennen, of 
West Virginia, recently appointed to the Tax Court of the United 
States. He took his oath of office on October 1, 1958. He was 
appointed by the President for the unexpired term ending June 1, 
1968, succeeding Judge Stephen E. Rice, deceased. 


Judge Drennen is from Charleston, West Virginia, where he was 
engaged in the practice of law, specializing in federal and state 
tax law. 


Judge Drennen was born on March 1, 1914, at Jenkins, Kentucky. 
He attended Ohio State University where he received a B.S. degree 
in 1936, and a LL.B. degree in 1938. He was admitted to the Bar 
of West Virginia in 1939. He joined the law firm of Brown, Jackson 
& Knight (now Jackson, Kelly, Holt & O'Farrell) in 1940, later becom- 
ing « partner in the firm in 1948. He is the immediate past president 
of the West Virginia Tax Institute, and was a member of its board of 
directors for eight years. He also holds memberships in the American 
Bar Association (Section on Taxation), West Virginia State Bar, West 
Virginia Bar Association, and the Kanawha (W. Va.) County Bar As- 
sociation. He was also active in civic organizations in the Charleston, 
W. Va. area, including the City Council of Charleston, and as a mem- 
ber of the Board of Directors of the Charleston Chamber of Commerce. 


Judge Drennen is married and the father of four children. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation, interpretations of tax laws and other tax information. 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


About us. Taxes begins the new year with new, larger type: 
expanded contents; new features; new writers—an unbeatable com- 
bination to bring you the greatest bargain in new tax ideas and tax 
news that you can buy. Styles have changed many times since those 
in vogue in the Garden of Eden. In clothes, style changes occur at 
frequent intervals; but in the publishing business, style changes 
occur slowly and at infrequent intervals. The times and the thinking 
change all for the better—even the staid IRS recently changed its 
Form 1040 (see line 6a), and thinking has changed just this year now 
that higher-bracket taxpayers may use 1040A. We have succumbed 
to the times; and we hope you will like, as we do, our larger type 
which now appears on every page. It is still necessary to differentiate 
in type size between text and footnotes, but both text and footnotes 
will appear in type that is larger than that formerly used. 


Since the type we have adopted is about one-third larger than 
that formerly used, we plan to increase the number of pages in a 
volume to avoid shortchanging our readers. To print in large type is 
not the only requisite of making text readable. We try to express 
tax concepts in simple sentences made up of familiar words. We avoid 
complex words, clauses and sentences, but taxation is a complex sub- 
ject, and often to correctly state a tax proposition, these rules are 
broken. Meaning must take precedence over style. 


It has been said that there is nothing new under the sun. This 
is because man merely discovers what exists. Ideas are—they occur to 
different people at different places, sometimes simultaneously. Ideas, 
like atoms, split off into other ideas. New writers putting together 
what they have learned from the writings of others and touched with 
their own experiences cause new ideas to spark from old ideas. Taxa- 
tion is as old.as biblical tribute, and like Mark Twain’s weather is 
much talked about—but much is done about it. IRS collects, taxpay- 
ers litigate, courts promulgate and tax men write about it. It is this 
sharing of knowledge and experiences in Taxes which make it the 
greatest bargain in tax ideas and in tax news you can buy. 
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More on Stern and Bess. Two very important tax decisions of 
the last session of the United States Supreme Court were those in- 
volving the government’s attempt to collect its taxes from the proceeds 
of a widow’s life insurance. The article beginning on page 9 is a “wrap 
up” discussion of these two cases and what they stand for, by the 
lawyer who handled the Stern case before the United States Supreme 
Court. 


Walter E. Barton is an attorney in Washington, D. C., and a well- 
known writer on tax subjects. He is the author of Federal Income, 
Estate and Gift Tax Laws Correlated, now in its tenth edition. 


Subchapter S. In the closing days of the last session of Congress, 
there was much frantic maneuvering to get a revenue bill through 
Congress and to the President, and something called the Technical 
Amendments Act which had been cussed and discussed for many 
months was wending its tortious way through various committees. 
Going through the same committees at the same time was another 
bill having to do with tax benefits for small business, and in the last 
days of Congress, the Technical Amendments Bill became engrafted 
with its philosophy resulting in Subchapter S, a new personality in tax 
law. Until it is properly named, it is being known as the “psuedo- 
corporation” or the “tax option corporation.” We have two articles 
about the new tax personality in this issue. One written by Willard 
D. Horwich, appearing at page 20, and the other by Harold M. Hoff- 
man, appearing at page 21. 


The Horwich article discusses Subchapter S in general terms, 
thus giving you considerable background about the operation of the 
tax option corporation. Mr. Hofftman’s article, however, acknowledges 
the patent benefits of Subchapter S but urges caution in the use of the 
election because of legal problems outside of the tax law which it 
may bring about. 


We understand that in Washington, now that a few months have 
elapsed since the enactment of Subchapter S, there are some mis- 
givings as to the efficacy of these provisions of the law. Benefits con- 
ferred are somewhat greater than those intended. This might result 
in a re-examination of Subchapter S at the next session of Congress, 
but, in the meantime, it is on the books as something to be used by the 
taxpayers, and the two articles will help the tax man in his decision 
whether to elect or not to elect. 


Willard D. Horwich is a certified public accountant in Beverly 
Hills, California. Also, he is assistant professor of accounting at Los 
Angeles State College at.d was recently admitted to the California bar. 


Mr. Harold M. Hoffman is an attorney in New York City and an 
associate of Putney, Twombly, Hall & Skidmore. 


In This Issue 





Tax returns. Filing timely tax returns is the paramount occu- 
pation of the next four months. The article beginning on page 37 
describes the author’s successful handling of supporting schedules. 
He illustrates his way of doing it in an article well packed with time- 
saving ideas. Mr. Drewes is an accountant in Kings Mountain, North 
Carolina. 

Tax liens. Taxes are the lifeblood of governments, and inherent 
in a government’s authority is the power to collect taxes due it by 
seizing the debtor’s property. When taxpayers have creditors, other 
than the federal government, it becomes necessary to determine who 
comes first, and Uncle Sam usually wins out. 

Harold W. Felton, Special Assistant to Regional Counsel of New 
York City, spoke recently at a meeting of the Association of Commer- 
cial Finance Attorneys and discussed the whole subject of federal tax 
liens and their relative priority as to other types of liens. What Mr. 
Felton has to say begins at page 45. 


Oil and gas. Oil and gas is a very specialized type of industry, 
and levying and collecting taxes from this industry is highly special- 
ized, calling for the knowledge of the attorney, the accouatant and 
the engineer. Stanley C. Simon writes on the Supreme Court’s 
treatment of capital gains in their application to carved-out oil pay- 
ments. His article begins at page 61. Mr. Simon has written on this 
subject before in other publications, but this article reflects the new 
Treasury position on deferred interests. Mr. Simon is with the Dallas 
office of Lybrand, Ross Bros. & Montgomery. 


State taxation. If all the tax man had to worry about was the 
federal income tax, life might indeed be much simpler than it is, but 
im addition to the federal income tax, there are state income taxes, 
taxes measured by income and taxes on mmcome “derived from within” 
the state’s borders. For the corporation which does business across 
state lines, and im these days, what business doesn’t, the allocating of 
imcome is something that produces ulcers and hypertension. The 
National Conference of Commissioners on Uniform State Laws has 
drafted a uniform act, and it is this act which is being criticized by 
John A. Wilkie’s article, which begins at page 65. Mr. Wilkie bases 
his criticism on the fact that there is no uniform basis of jurisdiction 
to tax, amd without a umiform basis for determimuing jurisdiction, there 
can't be uniform determination of the apportionment factors by the 
various states. 


Foreign income. How the United States taxes the income received 
by domestic corporations from foreign sources is a complicated prob- 
lem-—complicated by more than tax issues, touching as it does upon foreign 
policy. Hearings were held recently in Washington on this subject 
and Dan Throop Smith, Deputy to the Secretary of the Treasury, 
presented the government's view before the Subcommittee on Foreign 
Trade Policy of the House Committee on Ways and Means (page 78). 
And Paul D. Seghers presented the industries’ view before such 
committee (page 36). 
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TAX-WISE NEWS 


Here's WHAT’S NEW—Wilbur D. Mills, 
chairman of the tax-writing Ways and Means Committee, says no 
tax reduction in the near future. Also, he is against a federal sales 
tax. . . . Mileage or per diem allowances which are not fully spent 
for deductible business expense must be included in gross income. 

Final regulations on LIFO and other inventory methods have 
been issued. . . . When an insurance company pays an injured party 
for a release of all claims for damages against the insured, the pay- 
ments are excluded from gross income. . . . Taxpayers’ suits for 
refunds and an injunction against the collection of a tax assessment 
will be dismissed if the taxpayer has not paid the whole assessment. 
. . . A federal tax lien is superior to a state tax lien as to a bankrupt’s 
estate. . . . The purpose for which an article is purchased does not 
affect the seller’s liability for tax if he is engaged in retail business. 
The wholesaler’s exemption for merchandise to be used as prizes can- 
not be used by the retailer. . . . Remember, Form 1040A can now 
be used by individuals having less than $10,000 total income consisting 
of wages reported on W-2. 


THe Internal Revenue Service is to take over 
admissions to practice before the Treasury Department. This means 
that examinations will be given to qualified applicants who are not 
eligible for enrollment as lawyers, certified public accountants, or 
former IRS officers and employees. Examinations will be given in all 
district director offices but will be graded by the Washington office. 
New examinations may not be as difficult as those in present use. 
Those who pass examinations will be enrolled as “agents” and will 
receive cards permitting unlimited practice. First examination: June, 
1959. 


Another change—Any person who prepares a return for a tax- 
payer can appear as the taxpayer's representative before revenue 
agents and examining officers. He won’t need to bring the taxpayer 
along. 


What’s behind all this? The average taxpayer needs more help 
in preparing a return. It will also help the government because cases 
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involving relatively little tax or relatively simple facts comprise the 
bulk of cases presented for disposition at the revenue agent or exam- 
ining officer level. . . . There are 61 million income tax returns filed 
by individuals, corporations and others. Only 81 thousand hold 
Treasury cards, and 60 per cent of these are lawyers. Thirty thousand 
Treasury card holders are CPA’s. Taxpayers will need more help and 
expert representation. This is what is behind the change in rules. 


T HIS TAXPAYER had a complicated return 
to prepare involving difficult accounting problems, capital gains and 
losses, rental income, business income. About a month before it was 
due, an employee of the taxpayer became an alcoholic and was hos- 
pitalized and he lost a brief case full of the taxpayer’s records. The 
taxpayer requested and was granted an extension of time for filing 
his return. The Commissioner wanted to make additions for negligence 
and intentional disregard of rules and regulations. The Tax Court 
said no. Negligence was not warranted. The taxpayer devoted con- 
siderable time to reconstructing the lost records and preparing the 
return, and the return so filed was complicated.—John Fox, CCH Dec. 
23,270(M), 17 TCM 1,006. 


i 

Pur BARE FAILURE of an attorney pos- 
sessing some knowledge of the requirements of federal tax law to file 
returns does not amount to fraud with intent to evade the tax. Fraud 
implies bad faith, intentional wrongdoing and a sinister motive.— 
Edward C. Koeneman, CCH Dec. 23,222(M), 17 TCM 936. The attor- 
ney involved in this case was elderly and in very poor health for a 
number of the years involved. 


A TAX VOLUNTEER is not protected by 
the law. A tax volunteer is a person who is under no duty to pay 
another’s tax but does so. Where payment is under legal compulsion 
or duress, sometimes a refund can be obtained. This case—Bertha K. 
Goldberg—doesn’t involve a refund of the tax paid voluntarily, but 
it does involve an offshoot of that question—a deduction of the amount 
of the attorney fees paid in connection with the refund of the tax. 
This is what happened in a rather involved situation: 

A widow was a beneficiary of a testamentary trust, and the 
government assessed a deficiency against the estate amounting to more 
money than the trust had. From her own funds the widow paid the 
difference after discussing the situation with an attorney. Then she 
engaged another attorney to sue the government for a refund. That 
attorney won the case, so her own funds were returned to her. 


Now she seeks to deduct on her income tax return, as a nontrade 
or nonbusiness expense, the attorney’s fee for obtaining the refund. 
This litigation involves Section 23(a)(2) of the 1939 Code, but that 
is the same as Section 212(1)(2) of the 1954 Code. Here’s where the 
government raised the tax volunteer issue. The government contends 
that the attorney’s fee paid in the suit for the recovery of the estate 
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tax difference was properly the obligation of the estate and that this 
made the widow a mere volunteer for an amount equal to the attorney’s 
fee. It appears she was well advised in her course of action, and in 
view of this, the Tax Court sided with the widow and permitted the 
deduction of the attorney’s fee as amounts expended for the produc- 
tion or collection of income or for the management, conservation or 
maintenance of property held for the production of income.—Bertha 
K. Goldberg, CCH Dec. 23,229, 31 TC —, No. 27. 


SocrAL SECURITY TAX RATES go up 
this month. You might remember that President Eisenhower ap- 
proved the social security amendments in August, 1958. The change 
in the law means that both employer and employee tax rates will be 
increased from 2% per cent to 2% per cent for 1959. The tax rate 
on the self-employed will go up from 33 per cent to 3% per cent. 
What’s more important, however, is that the taxable wage base will 
be increased to $4,800 a year beginning with 1959. While the rates 
advance only fractionally, this means a total possible increase of 
$25.50 each for the employer and the employee. 


The unemployment insurance compensation system is on the fire and 
may be brought to a boil by the next session of Congress. We under- 
stand there is a Putsch for a national unemployment system to displace 
existing state systems—in spite of the fact that in recent years many 
states have increased both benefits and duration of benefits. 


Wu ERE the owners, for the purpose of keep- 
ing control of a business in its present management, set up in an 
arm’s length agreement the price at which the interest of a part-owner 
is to be disposed of for his estate to the other owner, that price will 
control for estate tax purposes. The market value of the interest to 
be disposed of may be higher than the agreed-to value. The Commis- 
sioner attacked such an agreement between brothers because one was 
dying of cancer and because the selling arrangement was a part of an 
over-all testamentary plan, charging that the selling arrangement 
could not have been at arm’s length because of the character of the 
illness of the brother who died. The Commissioner wanted to increase 
the value of stock to a “fair market value” which was almost $60,000 
over the sale price, but the Tax Court did not accept his position.— 
Estate of Orville B. Littick, CCH Dec. 23,221, 31 TC —, No. 21. 


Tuis DECISION involves the liquidation 
and sale of a partnership interest. The partners agreed as to the 
amount due on uncompleted contracts when they split, and reported 
certain income as a capital gain on their own tax returns. The Tax 
Court couldn’t go along with it and upheld the Commissioner in his 
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determination that what the partners received was ordinary income. 
Here’s what happened: 


While the partners agreed on an amount representing what was 
due on uncompleted contracts, there was actually no lump-sum considera- 
tion passing from one partner to another in exchange for his right to 
receive the income from these contracts. What the partners did was 
to liquidate and wind up the partnership, collect the outstanding 
amounts as they became due and divide the proceeds. It amounted 
to the liquidating partner’s continuing to collect the receivables and, 
as the proceeds were received, giving to his expartner his share. There 
was no sale; consequently, no capital gains treatment was permissible.— 


Virgil L. Beavers, CCH Dec. 23,237, 31 TC —, No. 34. 


ALL unreasonable accumulations of surplus 
aren’t around the belt line. The Dixie Hotel hadn’t been paying divi- 
dends since 1942 and was accumulating its earnings for the purposes 
of acquiring other hotel properties. There was one hotel just a block 
away from the Dixie, which it wanted to acquire and for which it 
had made offers. Dix‘e feared that the acquisition of this hotel by an 
aggressive competing operator would have a disastrous adverse effect 
on the operation of the Dixie. “Unless the taxpayer took extreme 
steps to meet this competition, its own rate of occupancy would 
speedily be reduced far below the level of profitability. The taxpayer 
would have to embark on a large-scale promotional and advertising 
campaign, increase its sales staff and refurnish and modernize the 
entire hotel and all its facilities in order to stay in business.” A com- 
peting management did acquire the coveted hotel. The Dixie also 
alleged an economic depression in the hotel industry from 1945 to 
1952. The Tax Court wouldn’t buy all of of its arguments. The Dixie 
had accumulated over $700,000 by the end of 1952. The Tax Court 
thought $450,000 was about right; of the remaining $250,000 the 
Commissioner determined that $80,000 had been accumulated for pro- 
hibited purposes in one year—The Dixie, Inc., CCH Dec. 23,249, 
31 TC —, No. 42. 


The surtax is levied upon accumulations from earnings and profits 
for the purpose of avoiding the imposition of a tax on the shareholder. 
“The avoidance or suspension of taxes is not a business,” according 
to Learned Hand, and to avoid the surtax penalty the accumulation 
by the taxpayer must be for a sound business purpose. Tax disputes 
in this area all hinge on “why.” The taxpayer must justify his reason 
for not paying dividends. The theory of taxing the “why” of a trans- 
action grows out of the very famous case of Gregory v. Helvering, and 
although Learned Hand denies that he contributed anything new, he 
is credited with the doctrine of taxing “purpose.” For a recent dis- 
cussion of this subject, see the article in the December, 1958 issue of 
Taxes by David Altman, “Corporate Accumulations of Earnings”; 
and for a development of the phrase “sound business purpose,” see 
Robert S. Holzman’s recent book by that title. 

(Continued on page 92) 
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What the Supreme Court 
Said About Stern and Bess 


By WALTER E. BARTON 


On June 9, 1958, the United States Supreme Court handed down its 
decisions in the Stern and Bess cases, wherein the Commissioner sought to 
make the proceeds of life insurance policies available for the unpeid 
income taxes of the deceased. This article, the author of which 

was counsel for one of the defendants, Mrs. Jean F. Stern, traces the 

path of the cases through the courts and analyzes the significance 

of the decisions for similar cases that may arise. 


EFORE PROCEEDING to a discussion of the decisions of the 

Supreme Court in the Stern and Bess cases, it may be helpful 
to review the procedure involved in enforcing transferee liability 
prior to the enactment of the transferee provisions of the internal 
revenue laws, the legislative history, and the prior decisions of the 
Supreme Court in which these provisions were involved. 


Prior to 1926, the remedy available to the government for the 
recovery of unpaid income taxes of a taxpayer or the unpaid estate 
taxes of a decedent was the same as the procedure open to any other 
creditor, where the taxpayer or the estate already had disposed of the 
assets. If the transferor were still in existence after the disposition 
of the assets, a suit at law against the transferor for a judgment 
followed by a bill in equity in the nature of a creditor’s bill against 
the transferee to satisfy the judgment was the customary procedure. 
If the transferor were no longer in existence, as in the case of a 
dissolved corporation or a deceased person, and if the liability had 
not been determined judicially during the existence of the transferor, 
the usual procedure was a bill in equity against the transferee to 
impress the transferred assets with a trust for the payment of the 
unpaid taxes.* 


*S. Rept. 52, 69th Cong., Ist Sess., 1939-1 CB 354; see Mertens, Law of 
Federal Income Taxation, Vol. 9, Ch. 53. 


Stern and Bess Cases 





Mr. Barton, an attorney in Washington, 
D. C., is the author of Federal 
Income, Estate and Gift Tax Laws, 
Correlated and Renegotiation of 
Government Contracts. 


Such a cumbersome method of col- 
lection was found to be unsatisfactory, 
as “the enforcement of the liability 
through court process had been in- 
effective and the amount of revenue 
lost through mala fide transfers or 
through corporate distribution of 
assets was admittedly large.”*? Ac- 
cordingly, a new method of enforce- 
ment of the transferor’s liability for 
income and estate taxes directly 
against the transferee in the same 
manner as against a taxpayer or an 
estate was incorporated into the Rev- 
enue Act of 1926.8 The language 
applicable to income and estate trans- 
feree liability was identical, except 
the word “taxpayer” was used in the 
income tax provision and the word 
“decedent” was employed in the estate 
tax section. 


The language of the 1926 act with 
respect to income tax transferee lia- 
bility has been re-enacted without 
change to the present time, and the 
only amendment made to the estate 
tax provision after 1926 was in 1942, 


*H. Rept. 2, 70th Cong., Ist Sess., 1939-1 
CB 405. 

* Revenue Act of 1926, Secs. 280 and 316. 

*Amended by Sec. 411(b), Revenue Act 
of 1942. 

For the history of income and estate tax 
transferee provisions, see Barton, Federal 
Income, Estate and Gift Tax Laws, Corre- 
lated 8th Ed., pp. 387, 532; 9th Ed., pp. 562, 
1044; 10th Ed., pp. 644, 767; llth Ed., 
pp. 389, 522 

* Revenue Act of 1918, Sec. 409. 

See Barton, work cited at footnote 4, 8th 
Ed., p. 531; 9th Ed., p. 1002; 10th Ed., 
p. 759; 11th Ed., p. 515, for the history of 
the section up to the 1954 Code. 

©The committee report did not so indi- 
cate. It stated that the amendment “makes 
more specific the definition of ‘transferee’ 





when the definition of a transferee in 
1939 Code Section 900(¢) was en- 
larged by the language :. “and includes 
any person who, under Sec. 827(b), 
is personally liable for any part of the 
tax.”* When this amendment was 
made, Section 827(b) rendered a bene- 
ficiary of a life insurance policy per- 
sonally liable for the estate tax to the 
extent of the proceeds includable in 
the decedent’s gross estate, and such 
a provision had been in every revenue 
act since 1918.5 The purpose of the 
1942 amendment, accordingly, seems 
to have been to extend the summary 
procedure of enforcing transferee lia- 
bility to the beneficiary of a life insur- 
ance policy, who already was personally 
liable for the estate cax under Section 


827(b).° 


The reasonable assumption for Con- 
gress’ failure to make a similar amend- 
ment to the income tax transferee 
provision would appear to be that 
there was no corresponding federal 
statutory liability of a beneficiary of 
a life insurance policy for the unpaid 
income taxes of a deceased insured. 


Prior to the Stern" and Bess® de- 
cisions, two cases involving the trans- 
feree provisions of the Revenue Act of 
1926 had been decided by the Supreme 
Court. In 1931 in the Phillips case, 


in Sec. 900(e) of the Internal Revenue Code, 
which, however, is not all-inclusive.” S. 
Rept. 1631, 77th Cong., 2d Sess., 1942-2 
CB 681. 

"Commissioner v. Stern, 58-2 ustc § 9594, 
357 U. S. 39, 2 L. Ed. 2d 1126, 78 S. Ct. 
1047 (1958), aff’g Stern v. Commissioner, 57-1 
ustc 9429, 242 F. 2d 322 (CA-6, 1957), 
rev’g CCH Dec. 21,540(M), 15 TCM 114. 

*U. S. v. Bess, 58-2 uste J 9595, 357 U. S. 
51, 2 L, Ed. 2d 1135, 78 S. Ct. 1054 (1958), 
aff'g U. S. v. Bess, 57-1 uste $9528, 243 
F, 2d 675 (CA-3, 1957), aff’g 55-2 ustc 
9673, 134 F. Supp. 467 (DC N. J., 1956), 
in part. 

* Phillips v. Commissioner, 2 ustc $743, 
es S. 589, 75 L. Ed. 1289, 51 S. Ct. 608 
( ; 
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We should consider the economic 
effects of downward adjustments in 
business taxes. There are strong 
reasons to believe that the stimulating 
effects of even a small cut in the 
corporation rate of fifty-two per cent 
would lead to more rather than less 
revenue.—Richard M. Nixon. 


one of the arguments made aguinst 
the constitutionality of the law was 
that Congress had not created any 
income tax liability on the part of 
the transferee and that it was neces- 
sary to look to state law to deter- 
mine the liability. Without deciding 
“whether the right of the United 
States to follow the transferred assets 
is limited by any state law,” the 
Court upheld the act. In 1933 in the 
Leighton case, the Supreme Court 
held that the new remedy provided 
by the income tax transferee provi- 
sion of the 1926 act was supplementary 
to and that it did not supersede the 
old remedy of proceeding against a 
transferee by court action, which was 
discussed above. Accordingly, when 
the Stern and Bess cases reached the 
Supreme Court the Court had not 
passed upon the question of whether 
income tax transferee liability is de- 
terminable under state or federal law. 


Dr. Stern, who died in 1949 a resi- 
dent of Kentucky, took out several 
policies of insurance on his life over 
a period of 14 to 30 years prior to his 
death in which he named his wife 
the beneficiary. Bess, who died in 
1950 a resident of New Jersey, took 
out a number of policies on his life 
over a period of 13 to 16 years before 
his death in which he named his wife 
beneficiary. Both Dr. Stern and 
Bess retained the right to change the 
beneficiary as well as the right to 
borrow on the policies and to sur- 


* Leighton v. U. S., 3 ustc 1107, 289 
U. S. 506, 77 L. Ed. 1350, 53 S. Ct. 719 
(1933). 
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render them for their cash surrender 
values up until the time of their deaths. 
Neither, however, changed the bene- 
ficiary, borrowed on the policies or 
surrendered them prior to his death. 


There was no evidence that either 
insured paid any of the premiums in 
fraud of his creditors or that either 
was insolvent at the time any of the 
premiums were paid. No determina- 
tion of income tax liability was made 
against Dr. Stern until about six 
years after his death, when the Tax 
Court entered an order that his estate 
was liable for income taxes and pen- 
alties of approximately $33,000 for 
the years 1944 to 1947. In the Bess 
case the determination was made and 
a lien was perfected during Bess’ life- 
time for about $8,800 for the years 
1945 to 1947. The estate of Dr. Stern 
had assets of approximately $16,300, 
no part of which had been distributed, 
but it was inadequate to pay the 
difference of about $16,700. The 
estate of Bess was insolvent with 
respect to the entire amount due. 


Subsequently, the Commissioner 
determined that the widows of Dr. 
Stern and Bess were liable for the 
full amount of the deficiencies of in- 
come tax (and in the Stern case for 
the penalties as well), on the theory 
that they were transferees of the 
property of the taxpayers, Dr. Stern 
and Bess, namely, the proceeds of 
insurance which they received as bene- 
ficiaries. In the Stern case a deficiency 
notice was issued against Mrs. Stern 
as transferee giving her the right to 
appeal to the Tax Court, and in the 
Bess case suit was instituted by the 
United States against Mrs. Bess as 
transferee in the United States Dis- 
trict Court for the District of New 
Jersey. In each case the government 
claimed that transferee liability arose 








The right to possess private 
property is from nature, and not 
from man. The State is 

therefore unjust and cruel if, 

in the name of taxation, it deprives 
the private owner of more than 

is just—Pope Leo Xill. 


under 1939 Code Section 311, which 


reads as follows: 


“Sec. 311. TRANSFERRED ASSETS. 


“(a) Method of Collection. — The 
amounts of the following liabilities 
shall, except as hereinafter in this 
section provided, be assessed, col- 
lected, and paid in the same manner 
and subject to the same provisions 
and limitations as in the case of a 
deficiency in a tax imposed by this 
chapter (including the provisions in 
case of delinquency in payment after 
notice and demand, the provisions 
authorizing distraint and proceedings 
in court for collection, and the provi- 
sions prohibiting claims and suits for 
refunds) : 


“(1) Transferees——The liability, at 
law or in equity, of a transferee of 
property of a taxpayer, in respect of 
the tax (including interest, additional 
amounts, and additions to the tax 
provided by law) imposed upon the 
taxpayer by this chapter. 


“Any such liability may be either 
as to the amount of tax shown on the 
return or as to any deficiency in tax. 





“(f) Definition of ‘Transferee’—As 
used in this section, the term ‘trans- 


™ Pearlman v. Commissioner, 46-1 USTC 
@9151, 153 F. 2d 560 (CCA-3, 1945). 
In the Bess case the Third Circuit explained 
that its decision in Pearlman was not properly 
interpreted; and that that case did not 
hold that a beneficiary of a life insurance 
policy was liable as a transferee with re- 
spect to the proceeds. 
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feree’ includes heir, legatee, devisee, 
and distributee.”’ 


The Stern case was instituted by a 
petition filed in the Tax Court in 
November, 1953. After petitioner’s 
brief was filed, the Commissioner filed 
a motion for an extension of time for 
90 days within which to file his brief, 
on the ground that the government 
was giving consideration to abandon- 
ing the case. The Commissioner later 
decided to continue the litigation, and 
the Tax Court in January, 1956 held 
that Mrs. Stern was liable as a trans- 
feree for the full amount of the unpaid 
income taxes and penalties on the 
theory that “the government can fol- 
low the property of a transferor, in- 
cluding the proceeds of life insurance, 
into the hands of such a person (the 
beneficiary) for the purpose of col- 
lecting taxes lawfully due from the 
transferor, without regard to the limi- 
tations of state law.” After citing 
the Pearlman“ and Kieferdorf ** cases 
and some of its own decisions, the 
Tax Court then stated: 


“This Court has followed those 
cases in other cases and follows them 
in this case despite reversals in other 
cases. See Rowen v. Comm., [54-2 
ustc § 9581] 215 F (2d) 641 and 
Tyson v. Comm., [54-1 ustc {J 9353] 
212 F (2d) 16, relied upon by 
petitioner.” 


The Tyson case, which the Tax 
Court refused to follow, was a de- 
cision of the Court of Appeals for 
the Sixth Circuit, the court to which 
petition for review would lie in the 
Stern case, inasmuch as Kentucky is 
within the jurisdiction of that court. 
Not only did the Tax Court refuse to 


® Kieferdorf v. Commissioner, 44-1 ustc 
9323, 142 F. 2d 723 (CCA-9). In this 
case, the proceeds were first paid over to 
the insured’s estate as beneficiary and then 
distributed to his widow as an asset of his 
estate. 
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In this day of rapid technological 

change we need more liberal 

treatment of depreciation for business 

taxation purposes. Only in 

this way can we stimulate the taking 

of risks by investing in new plants 

and equipment.—Richard M. Nixon. 

! 

follow the Tyson decision, but the 
Tax Court also refused to reduce the 
amount of the alleged transferee lia- 
bility by the amount of assets in Dr. 
Stern’s estate which were available 
for the payment of a portion of his 
income taxes and penalties. The sit- 
uation then was that by refusing to 
follow the Tyson case, Mrs. Stern was 
compelled to file a petition for review 
in a court which already had reversed 
the Tax Court or abide by the adverse 
decision of the Tax Court. 


When the Stern case was being 
argued in the Sixth Circuit, one of 
the judges unequivocally expressed 
his displeasure at the refusal of the 
Tax Court to follow the Sixth Cir- 
cuit’s decisions in other cases within 
the jurisdiction of that court, and in 
its opinion the court expressed its 
views in the following fashion: 


“In Stacey Manufacturing Co. v. 
Commissioner of Internal Revenue, 
[56-2 ustc § 10,008] 237 Fed. (2d) 
605, this court said in a similar in- 
stance that ‘the tax court of the 
United States is not lawfully privi- 
leged to disregard and refuse to fol- 
low, as the settled law of the circuit, 
an opinion of the court of appeals for 
that circuit. If the tax court is not 


%In Arthur L. Lawrence, CCH Dec. 
22,222, 27 TC 713, 716, the Tax Court 
expounded its views on the question of 
following the decision of a court of appeals 
in which the Tax Court had been reversed, 
where the instant case would be appealable 
to the same court of appeals. The theory 
of the Tax Court seems to be that it is 
not bound by the decisions of courts of 
appeals in which it has been reversed, 
because Congress had in mind creating the 
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bound on questions of law by deci- 
sions of the appropriate circuit having 
jurisdiction, why should any jurisdic- 
tion be vested in circuit courts of 
appeals to review decisions of the tax 
court? The district courts of the sev- 
eral circuits also have statutory juris- 
diction in tax cases and they are 
bound to follow the rules of decision 
pronounced by the United States 
Court of Appeals having appellate 
jurisdiction over the particular Dis- 
trict Court. The tax court is no less 
bound to do so, The mere fact that 
it is a court having jurisdiction in 
tax cases throughout the United States 
does not establish the tax court as 
superior in any aspect to the United 


States District Courts. We here 
reaffirm our opinion in Tyson uv. 
Commissioner of Internal Revenue, 


supra.” * 


The Sixth Circuit held that neither 
the cash surrender values nor the pro- 
ceeds of the policies belonged to Dr. 
Stern during his lifetime or to his 
estate after his death, and that there 
was no transfer of property from him 
or from his estate to Mrs. Stern as 
beneficiary of the policies. It was 
held that in any event, Congress had 
not created any income tax transferee 
liability ; that it was necessary to look 
to state law to determine the liability ; 
and that under Kentucky law the 
widow beneficiary of a life insurance 
policy was not liable for the unpaid 
income taxes of the deceased insured. 
The United States, the court said, was 
in no better position than any other 
creditor. 


Board of Tax Appeals, later changed to 
the Tax Court, that the board would estab- 
lish uniformity of decision throughout the 
United States. That hardly answers the 
question, as in the same law Congress gave 
the right of appeal to the different circuit 
courts of appeals, the only purpose of which 
could have been for the appellate courts 
to reverse the board, if they concluded that 
the board had erred as a matter of law. 
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. sound tax reduction is 
essential, not only because existing 
tax rates are too high, but also 
because the retention of existing 
rates, or even higher rates as ad- 
vocated by some, threatens the very 
economic vitality of our nation.— 
Congressman Richard M. Simpson. 


Prior to the Stern decision, the 
Second Circuit, in the Rowen case," 
had held that although there was no 
transfer of the proceeds of insurance 
from the insured to the beneficiary 
due to the fact that the proceeds never 
belong to the insured during his life- 
time or to his estate after his death, 
there was a transfer of the cash sur- 
render value of a policy to the bene- 
ficiary upon the death of the insured, 
on the theory that the cash surrender 
value becomes merged with the pro- 
ceeds at death, a conclusion difficult 
to rationalize if one accepts the postu- 
late that the proceeds are not trans- 
ferred from the insured or from his 
estate to the beneficiary. The Second 
Circuit resolved the dilemma, how- 
ever, by holding that Congress had 
not created any income tax transferee 
liability ; that it was necessary to look 
to state law for the liability, if any; 
and that under New York law the 
beneficiary of a life insurance policy 
was not liable for the income taxes 
of the deceased insured. 


Shortly after the decision of the 
Sixth Circuit in the Stern case, the 
Third Circuit, in the Bess case, held 
that there was no income tax trans- 





* Rowen v. Commissioner, 54-2 ustc {J 9581, 
215 F. 2d 641 (CA-2). 

* Tyson, Stern, Rowen, Pearlman, Bess, 
cited above; U. S. v. New, 54-2 ustc { 9706, 
217 F. 2d 166 (CA-7); and U. S. v. Truax, 
55-1 ustec J 9486, 233 F. 2d 229 (CA-5). In 
the latter case, the Fifth Circuit also held 
that income tax transferee liability is de- 
termined under state law. 

*In its decision, the Third Circuit re- 
versed the district court, which had held 
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feree liability with respect to the pro- 
ceeds of insurance on the part of a 
beneficiary of a life insurance policy, 
and that its former decision in the 
Pearlman case should not be so con- 
strued. This made seven unanimous 
decisions of five different circuit courts 
of appeals holding that the beneficiary 
of a life insurance policy was not 
liable for the unpaid income taxes of 
a deceased insured as a transferee of 
the proceeds of insurance.*® The Third 
Circuit held, however, that there was 
a transfer to the beneficiary of the 
cash surrender value of the policy, 
that state law did not fix the liability, 
that federal law did and that Mrs. 
Bess was liable under federal law to 
the extent of the cash surrender value 
of the policies, without, however, cit- 
ing any federal law which rendered 
her liable.*® 


In view of the diversity of decisions 
in the Stern, Rowen, Truax and Bess 
cases on the question of whether fed- 
eral or state law governs in the crea- 
tion of income tax transferee liability, 
the government applied for certiorari 
in the Stern case on the issues of 
whether a beneficiary of a life insur- 
ance policy is liable for the unpaid 
income taxes of the deceased insured 
to the extent of the proceeds or to 
the extent of the cash surrender value. 
In its petition the government stated 
that there were about 216 pending 
cases in which income taxes of 
$11,762,161, life insurance proceeds of 
$7,616,779 and cash surrender values 
of $1,677,990 were involved.7 The 


that Mrs. Bess was liable to the extent of 
the proceeds (case cited at footnote 8). 

“This is an instance in which the gov- 
ernment is at an advantage over a taxpayer 
in applying for certiorari in the Supreme 
Court, It is hardly conceivable that a tax- 
payer would be permitted to go outside the 
record for a reason why certiorari should 
be granted. 
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Supreme Court granted certiorari on 
both issues.*® 


In the Bess case the government 
applied for certiorari with respect to 
the proceeds and Mrs. Bess applied 
with respect to the cash surrender 
value. The Court granted both peti- 
tions. 


Income tax transferee liability under 
Section 311 depends upon two major 
propositions: (1) whether there is a 
transfer of property from the tax- 
payer to the alleged transferee, and, 
if so, (2) whether the transferee is 
liable at law or in equity for the 
unpaid income taxes of the transferor. 
The latter question resolves itself into 
whether the liability is created under 
federal or under state law. The courts 
already had decided that the corre- 
sponding section of the 1926 act did 
not create any new substantive rights 
or liabilities, and that its only effect 
was to create a new procedural method 
for the summary enforcement of a 
transferee’s liability, if any, in a man- 
ner similar to the existing remedy 
for the collection of unpaid income 
and estate taxes from a taxpayer and 
an estate.’® 


Inasmuch as income tax transferee 
liability depends upon whether there 
is a transfer of property from the 
taxpayer to a transferee, the primary 
question argued in the Supreme Court 
in the Stern and Bess cases was whether 
the proceeds, or in any event the cash 
surrender value of the policies, rep- 
resented property of Dr. Stern and of 
Bess which was transferred to their 





* It may be speculated as to whether the 
Stern case ever would have gone to the 
Supreme Court, if the Tax Court had fol- 
lowed the Tyson decision of the Sixth Cir- 
cuit. As indicated above, the government 
considered abandoning the case, and if the 
decision of the Tax Court had been against 
the government, it is doubtful whether the 
government would have appealed to the 
Sixth Circuit, which already had decided 
the issue adversely to the government. 
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respective beneficiaries. The second- 
ary question was whether the liability 
of Mrs. Stern and Mrs. Bess as trans- 
ferees was created under federal or 
state law, assuming that there was a 
transfer of property to them. In the 
Bess case the effect of the lien also 
was a major issue. 


The government argued that the 
reservation by the insureds of the 
right to change the beneficiaries of 
their policies until the date of their 
death indicated that there was a trans- 
fer of the proceeds to the beneficiaries 
at the time of their death; and that 
“It would be illogical and unreal- 
istic to hold that a ‘transfer’ of insur- 
ance proceeds from the insured to the 
beneficiary takes place for estate tax 
purposes, but not for income tax pur- 
poses, upon the insured’s death.” 


It was contended that there was no 
difference in the purpose of the trans- 
feree provisions for income and estate 
tax purposes, notwithstanding that 
the section applicable to estate taxes 
alone had been amended to include 
in the definition of a “transferee” a 
beneficiary liable for the estate tax 
under Section 827(b). As stated above, 
five circuit courts of appeals, in seven 
unanimous decisions, already had held 
that there is no transfer of the pro- 
ceeds of insurance from the insured 
to the beneficiary at the time of his 
death and the Tax Court alone sup- 
ported the argument of the govern- 
ment with respect to the proceeds. 


In the alternative, the government 
contended that there was a transfer 


* This was the holding by the Supreme 
Court in the Phillips case, cited at foot- 
note 9, and by all courts of appeals that 
have considered the transferee provisions. 

The committees of Congress expressly 
stated that the purpose of the section was 
to create a new method of enforcing trans- 
feree liability and not to create a new 
liability. (S. Rept. 52, 69th Cong., Ist Sess., 
at p. 30; H. Rept. 356, 69th Cong., Ist Sess., 
at pp. 43 and 44.) 
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The plain fact is that most older workers 
cannot afford to retire because of the 
present high cost of living.—Jack F. 
Culley, Associate Professor and 
Director, Bureau of Labor and 
Management, College of Commerce, 
State University of lowa. 


of the cash surrender values of the 
policies to the beneficiaries, as Dr. 
Stern and Bess had retained the right 
to surrender their policies and obtain 
the cash surrender values during their 
lifetime. This was answered by Mrs. 
Stern and Mrs. Bess by the argu- 
ment that the insureds did not own 
the policies and the cash surrender 
values at the same time; that they 
could receive the cash surrender values 
only by surrendering the policies; 
that the insurance companies owned 
the cash surrender values-and the 
insureds owned the policies; and that 
this was demonstrated by the fact 
that the insurance companies were 
required to pay an income tax on the 
interest earned on the reserve funds, 
which include the cash surrender values, 
and the insureds would have been re- 
quired to pay interest to the insurance 
companies on any money borrowed 
out of the reserve funds. It was argued 


* The questions involved were considered 
to be of such importance that The Life In- 
surance Association of America, represent- 
ing 118 life insurance companies, which 
have written 86 per cent of the legal reserve 
life insurance in force in the United States, 
filed a brief as amicus curiae in the Stern 
case, supporting the position of Mrs. Stern. 

* Evie Railroad Company v. Tompkins, 304 
U. S. 64, 78, 82 L. Ed. 1188, 1194, 58 S. Ct. 
817, 822 (1938). 

228 U. S. Code Sec. 1652, Act of June 25, 
1948, Ch. 646, 62 Stat. 944, which reads: 
“The laws of the several states, except 
where the Constitution or treaties of the 
United States or Acts of Congress other- 
wise require or provide, shall be regarded 
as rules of decisions in the Courts of the 
United States in cases where they apply.” 

*The applicable statutes of Kentucky 
provide as follows: 


that one would not have to pay inter- 
est on his own money.”® 


On the question of whether federal 
or state law creates income tax trans- 
feree liability, the government argued 
that state law cannot limit transferee 
liability ; that state statutes applicable 
to beneficiaries of life insurance were 
exemption statutes ; that state exemp- 
tion statutes cannot affect the rights 
of the government unless Congress 
expressly provides ; and that Congress 
had not done so with respect to in- 
come taxes, as it had in bankruptcy 
matters. 


The argument of Mrs. Stern and 
Mrs. Bess was that Section 311 did 
not create any liability on their part 
as transferees; that there was no other 
federal statute creating income tax 
transferee liability as there was in 
respect of estate tax transferee lia- 
bility; that there is no common law 
or equity of the United States other 
than that of the respective states ;* 
that in the absence of some provision 
in the Constitution or statutes of the 
United States, the law to be applied 
in any case in the federal courts is 
the state law;** that the statutes of 
Kentucky ** and New Jersey appli- 


“Kentucky Revised Statutes (1944, 2d ed.): 

“297.140 Life insurance for benefit of a 
married woman; premiums paid in fraud of 
creditors. (1) A policy of insurance on the 
life of any person expressed to be for the 
benefit of, or duly assigned, transferred or 
made payable to, any married woman, or to 
any person in trust for her, or for her 
benefit, by whomsoever such transfer may be 
made, shall inure to her separate use and 
benefit and that of her children, independ- 
ently of her husband or his creditors or any 
other person effecting or transferring the 
policy or his creditors. 

“(2) A married woman may, without 
consent of her husband, contract, pay for, 
take out and hold a policy of insurance 
upon the life or health of her husband or 
children, or against loss by his or their 
disablement by accident. The premiums 

(Continued on following page) 
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. + « @ Substantial increase in 
total production would follow an 
increase in the amount of capital 
which tax reductions make available 
and the optimistic atmosphere of 
confidence which tax reductions 
create.—Postmaster General 

Arthur E. Summerfield. 


cable to beneficiaries of life insurance 
policies were not exemption statutes; 
and that under these state statutes 
the proceeds payable to a married 
woman inured to her separate use and 
benefit independently of her husband, 
who is the insured, his personal rep- 
resentatives and his creditors. 


In the Bess case, the government 
argued that, in any event, the lien 
perfected under 1939 Code Section 
3670 ** rendered Mrs. Bess liable to 
the extent of the proceeds, or at least 
to the extent of the cash surrender 
value of the policies. Mrs. Bess con- 
tended that the lien was not perfected 
during the insured’s lifetime in that 
he did not neglect or refuse to pay 
the tax; that if the lien were perfected 


(Footnote 23 continued) 


paid on the policy shall be held to have 
been her separate estate, and the policy 
shall inure to her separate use and benefit 
and that of her children, free from any 
claim of her husband or others. 


“(3) If the premium on any policy men- 
tioned in this section is paid by any person 
with intent to defraud his creditors, an 
amount equal to the premium so paid, with 
interest thereon, shall inure to the benefit 
of the creditors, subject to the statute of 
limitations. 


“297.150 Life insurance for benefit of 
another; premiums paid in fraud of creditors. 
(1) When a policy of insurance is effected 
by any person on his own life or on another 
life in favor of some person other than 
himself having an insurable interest therein, 
the lawful beneficiary thereof, other than 
the person effecting the insurance or his 
legal representatives, shall be entitled to its 
proceeds against the creditors and repre- 
sentatives of the person effecting the same. 
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it did not follow the proceeds or the 
cash surrender value after Bess’ death; 
and that, in any case, the government 
was precluded from raising the issue 
due to its failure to raise it in the 
trial court. 


Despite the elaborate briefing and 
argument on the question of whether 
there was a transfer of the proceeds 
or the cash surrender value of the 
policies to the beneficiary, the Supreme 
Court in the Stern case expressly 
refrained from passing upon that issue 
and affirmed the Sixth Circuit on the 
proposition that the Kentucky statute 
governed the question of the bene- 
ficiary’s liability as a transferee, and 
that it created no liability of Mrs. 
Stern to the government. 


In rejecting the government’s argu- 
ment in favor of federal decisional law 
as the only way of creating uniform- 
ity throughout the United States, the 
Supreme Court said that to uphold 
such a doctrine would be a “sharp 
break with the past,” beyond which 
the courts had not gone before. It 


“(2) Subject to the statute of limitations, 
the amount of any premiums for such insur- 
ance paid in fraud of creditors, with interest 
thereon, shall inure to their benefit from 
the proceeds of the policy, but the com- 
pany issuing the policy shall be discharged 
of all liability thereon by payment of its 
proceeds in accordance with its terms, un- 
less, before such payment, the company 
received written notice by or in behalf of 
some creditor, with specification of the 
amount claimed, claiming to recover for 
certain premiums paid in fraud of creditors.” 

* The section reads as follows: 

Sec. 3670. Properry Susyect to LIEN. 

“If any person liable to pay any tax 
neglects or refuses to pay the same after 
demand, the amount (including any interest, 
penalty, additional amount, or addition to 
such tax, together with any costs that may 
accrue in addition thereto) shall be a lien 
in favor of the United States upon all prop- 
erty and rights to property whether real or 
personal, belonging to such person (53 Stat. 
448, 26 U. S. C. 1952 ed., sec. 3670).” 
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was pointed out that Congress was 
aware of the lack of uniformity when 
the income tax transferee provision 
was incorporated into the Revenue 
Act of 1926, and that Congress ex- 
pressly disclaimed any intent “to de- 
fine or change existing liability ;” * 
that the courts had applied state law 
in diversity cases,”* as well as in other 
cases in which the government sought 
to collect taxes from a person other 
than the defaulting taxpayer.** The 
Court said that until Congress speaks, 
income tax transferee liability is de- 
terminable under state law. 


Inasmuch as the Sixth Circuit held 
and the parties did not controvert that 
under Kentucky iaw the beneficiary 
of a life insurance policy was not 
liable for the deceased insured’s un- 
paid income taxes, the Supreme Court 
accepted this construction of the stat- 
ute. The Court said that the fallacy 
of the government’s argument that 
the Kentucky statute was an exemp- 


tion statute lay in the erroneous as- 
sumption that Congress had imposed 
a transferee liability on the part of 
the beneficiary. It was held that there 
was “no problem here of giving effect 
to state exemption provisions when 


federal law imposes such liability. 
The government’s rights in this case 
are precisely those which other cred- 
itors would have under Kentucky 
law. The respondent is not liable to 


* See footnote 19. 

* See footnote 21. 

* Hutton v. Commissioner, 3 ustc { 948, 
59 F. 2d 66 (CCA-9, 1932); Weil v. Com- 
missioner, 37-2 ustc 9428, 91 F. 2d 944 
(CCA-2); U. S. wv. Goldblatt, 42-2 ustc 
{ 9486, 128 F. 2d 576 (CCA-7). 

* The dissenting opinion, written by Jus- 
tice Black and concurred in by the Chief 
Justice and Justice Whittaker, agreed with 
the government’s argument in favor of 
uniformity. The dissenters said that “When 
as here Congress has provided no standards 
which define the liability of a transferee for 
taxes of his transferor the federal courts 
themselves should fashion a uniform body 
of controlling rules which fairly implement 
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the government, because Kentucky law 
imposes no liability against respond- 
ent in favor of Dr. Stern’s other 
creditors.” ** 


In the Bess case, the Supreme Court 
held that under New Jersey law the 
beneficiary of a policy of life insur- 
ance was entitled to its proceeds 
against all creditors of the insured, 
except to the extent of the amount 
of any premiums paid in fraud of 
creditors; and the Court stated that 
if no lien were involved, the decision 
would have been the same as in the 
Stern case. 


On the question of the failure of 
the government to raise the lien issue 
in the trial court, the Supreme Court 
stated that the essential facts were 
stipulated in the trial court, that the 
issue had been argued in the Third 
Circuit and in the Supreme Court 
and that there was no basis for preju- 
dice under the circumstances. On the 
question of whether the lien was per- 
fected during the insured’s lifetime, 
the Court said that Bess’ failure to 
pay or to attempt to pay any part 
of the tax constituted neglect or re- 
fusal to pay within the meaning of 
Section 3670. 


It was held that the deceased had 
neither “property” nor “rights to 
property” to the “proceeds never 
within the insured’s reach to enjoy 





the collection of government revenues.” 
This is about as good an example of judi- 
cial legislation as one can find. 
Notwithstanding there was no liability 
on the part of Mrs. Stern for her deceased 
husband’s unpaid income taxes and penal- 
ties, the government placed a lien on her 
properties on October 5, 1953, which was 
not released until September 26, 1958, more 
than three months after the decision of the 
Supreme Court on June 9, 1958. The lien 
covered all of the property which she owned, 
including all funds due her from the in- 
surance companies, This is a.i example of 
what the government can do to a citizen 
and at the same time be 100 per cent wrong. 
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and which are reducible to possession 
by another only upon the insured’s 
death when his right to change the 
beneficiary comes to an end”; and 
that the lien did not attach to the 
proceeds. 


The Court held that the cash sur- 
render value of the policies stood on 
a different footing; that the right to 
surrender the policies for the cash 
surrender value was “property” or 
“rights to property” during Bess’ 
lifetime within the meaning of Section 
3670 to which the lien attached; that 
once the lien attached it was not 
affected by the death of the insured; 
and that it followed the cash sur- 
render value of the policies cum onere. 
The Court accordingly held that Mrs. 
Bess was liable to the extent of the 
cash surrender value of the policies. 


From the decision of the Supreme 
Court in the Stern case it may be 
concluded that income tax transferee 
liability is not created by the trans- 
feree provision of the Internal Rev- 
enue Code or by any other federal 
statute, and that if there is any lia- 
bility, it is created by state law; and 


from the Bess decision it may be 
concluded that the beneficiary is liable 
to the extent of the cash surrender 
value of the policy, where a lien is 
perfected during the insured’s lifetime. 


Although the Supreme Court did 
not decide whether there is a transfer 
from the insured to the beneficiary of 
the proceeds or the cash surrender 
value of the policy and expressly re- 
frained from deciding these questions, 
from the language of the majority and 
the dissenting opinions in the nature 
of dicta, it reasonably may be con- 
cluded that the Court would hold 
that there is no transfer of the pro- 
ceeds to the beneficiary and that the 
Court might hold, but not necessarily, 
that there is a transfer of the cash 
surrender value. 


As to whether the decision in the 
Stern case would apply to the case 
of a beneficiary residing in some other 
state, it would be necessary to study 
the statute of such other state to 
determine whether the beneficiary is 
given an interest in the proceeds which 
is immune from the attachment of 
creditors of the deceased insured.” 


[The End] 


FEDERAL 1958 FISCAL YEAR COLLECTIONS UP 


In spite of a temporary downturn in business, 1958 total fiscal 
revenue collections were the second highest in the history of this 
country. Gross collections by major categories were: 


Source 


Corporation income and profits taxes 
Individual income and employment taxes 


Estate and gift taxes 
Alcohol and tobacco taxes 
Other excise taxes 

Taxes not otherwise classified 


Total 


Fiscal Y car 
1958 1957 
(Millions of dollars) 


20,533 21,531 
47,213 46,610 
1,411 1,378 
4,680 4,647 
6,134 5,990 
7 15 


79,978 


80,172 





*It is clear that the laws of New York, 
New Jersey, Georgia and Kentucky come 
within the decision. 


Stern and Bess Cases 





Subchapter 





The Small Business Corporation 
By WILLARD D. HORWICH 


The evidence is mounting that the new Subchapter S, Sections 1371-1377, of the 
Internal Revenue Code of 1954 is a hasty pudding, with a number of errors 

in its drafting and providing some unintended benefits. However, as the 

author of this article states, it is a commendable piece 

of legislation. A certified public accountant in Beverly Hills, California, 

the author is to be admitted to the California bar this month. 


N SEPTEMBER 2, 1958, the Technical Amendments Act of 1958 

became law. One of the most far-reaching and important changes 
in the Internal Revenue Code effected by this act was the addition 
of Subchapter S—Election of Certain Small Business Corporations 
as to Taxable Status. 


The 1954 Internal Revenue Code provided for the taxation of 
certain partnerships and proprietorships as corporations.’ Subchapter 
S now provides for the taxation of certain corporations as partner- 
ships or proprietorships. Actually, this is not literally true, but the 
concept provides a convenient point of reference on which to base 
our thinking. The committee report is written in terms of permitting 
the shareholder to report his proportionate share of the corporation 
income or loss. The general effect is to treat the small business cor- 
poration as a partnership or proprietorship. However, there are many 
important and significant differences. 


Section 1371 contains the basic definitions of Subchapter S. A 
“small business corporation” is a domestic corporation which is not 
a member of an affiliated group and does not have more than ten 
shareholders nor more than one class of stock. Also, the shareholders 
must be either individuals or estates. 

Section 1504 defines “affiliated group” to include iiost parent-sub- 
sidiary groups, but does not include the brother-sister type of multiple 
corporation. A domestic subsidiary of a domestic corporation cannot 
elect the special treatment under the subchapter. On the other hand, 
a group of corporations with common noncorporate stockholders may 


(Continued on page 28) 








* 1954 Code Sec. 1361. 
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Let's Go Slow 


with Tax Option Corporations 
By HAROLD M. HOFFMAN 


Further evidence that there is many a slip ‘twixt cup and lip in the benefits 
sought to be conferred by Subchapter S is contained in this further 

study of the new Code provisions. In this article the author reviews the 
problems and pitfalls that need review before and after a small business 
corporation elects to come under the provisions of Subchapter $. The author is 
an associate of the New York law firm of Putney, Twombly, Hall & Skidmore. 


GREAT DEAL has been stated and written about the tax ad- 

vantages to be derived by a corporation electing not to be taxed 
as a corporation under the new Subchapter S of the Internal Revenue 
Code.’ If an electing corporation meets the necessary qualifications, 
its income will be taxed to the stockholders and the corporation will 
pay no tax on its income. Similarly, the operating losses of the corpo- 
ration will be passed on to the stockholders and will be deductible 
by them. 


Clearly, the election not to be taxed as a corporation may prove 
very advantageous taxwise to some businesses. However, it should be 
carefully noted that there are many problems and pitfalls to be re- 
viewed before the election is made and while the election is in effect. 
This article will consider some of these trouble areas.” 


Stockholders’ Agreements 


The election is automatically terminated if a new stockholder does not 
consent to the election within 30 days of becoming a stockholder.’ 
Similarly, the election is terminated if anyone other than an individual 


* 1954 Code Secs. 1371 to 1377. 


* Many of the points discussed helow were reviewed ‘at a forum of the Practis- 
ing Law Institute in New York City on October 10 and 11, 1958, entitled “Working 
with the 1958 Tax Changes.” 

*See Temporary Regs. Sec. 18.1-1(c). 
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or an estate becomes a stockholder, 
or if the number of stockholders ex- 
ceeds ten. Accordingly, before an 
election is made, the stockholders 
should enter into a_ stockholders’ 
agreement, or amend the present stock- 
holders’ agreement, to provide a method 
consistent with state law which will 
prevent the termination of the elec- 
tion because of sales or gifts of stock 
to persons who do not consent to the 
election or to those who cannot qualify 
as stockholders. It should be noted 
that there may be some question un- 
der state law as to whether the stock- 
holders’ agreement can prohibit the 
transfer of stock to a nonqualifying 
stockholder or to an individual who 
will not consent to the election. The 
stockholders’ agreement could pro- 
vide, however, that before the stock 
can be transferred, it must first be 
offered to the corporation or to the 
remaining stockholders who would 
then be in a position to purchase the 
stock, 


Estate planners often suggest trans- 
fers of stock to an inter vivos trust 
or to members of the family group for 
purposes of saving income and estate 


taxes. Transfers to a trustee, how- 
ever, will terminate the election be- 
cause the stockholders may oniy be 
individuals and estates.® Furthermore, 
transfers to members of the family 





* 1954 Code Sec. 1371(a). 

* Stock held by a custodian on behalf of a 
minor under the Uniform Gifts to Minors 
Act or the Gifts of Securities to Minors Act 
is considered to be owned by an individual 
and not by a trust. (T. I. R. 113, November 
26, 1958.) 

*The consent of a stockholder who is a 
minor may “be given by the minor or by his 
legal guardian, or, if he has no legal guardian, 
by his natural guardian.” (Release cited at 
footnote 5.) 

* Both a husband and wife are counted as 
shareholders where stock is held as com- 
munity property under the community prop- 
erty law of a state. Similarly, where stock 
is held by co-owners, tenants by the entirety, 
tenants in common or joint tenants, each 
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must be carefully planned both to 
guarantee their consent ° and to make 
certain that the number of share- 
holders in the corporation does not 
exceed ten. In this connection, it 
should also be noted that the attribu- 
tion rules do not apply, and each 
member of the family may count as a 
stockholder for purposes of the ten- 
stockholders limitation.’ 


Corporations often use different 
classes of stocks, such as voting and 
nonvoting stock, preferred and com- 
mon stock, and Class A and Class B 


common stock, to satisfy the different 
interests of the stockholders for vot- 


ing control and for a priority on divi- 
dend distributions and on liquidation. 
An electing corporation, however, is 
not permitted to have more than one 
class of stock.* This may cause serious 
business problems in setting up the 
corporation. It is suggested that some 
of these problems may be resolved by 
the use of proper provisions in the 
stockholders’ agreement, the setting 
up of a voting trust, or the use of an 
irrevocable proxy. 


Wills 


If a stockholder dies, title to his 
stock usually passes to his executor, 
who must consent to the election if 
the election is to continue. In the 


co-owner or tenant is counted as a share- 
holder. (Release cited at footnote 5.) 
*1954 Code Sec. 1371(a)(4). The require- 
ment of only one class of stock is not met 
where a corporation has Class A voting 
common stock and Class B nonvoting com- 
mon stock. The requirement is met where a 
corporation has Class A common and Class 
B common with equal dividend rights, equal 
liquidation preferences and equal voting 
rights, except that each class has the right 
to elect half the members of the board of 
directors. The requirement is also met 
where a corporation has authorized but un- 
issued preferred stock with only one class 
of common outstanding, but the election 
will be terminated in any year during which 
any of the authorized preferred stock is 
issued. (Release cited at footnote 5.) 
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absence of a specific power in the de- 
cedent’s will, there may be a serious 
question as to whether the executor 
will consent. The fact that the estate 
would be charged with income whether 
or not the corporation distributes the 
income may be sufficient reason for 
the executor refusing to agree to the 
election. Moreover, since there is al- 
most no law on the subject, the ex- 
ecutor may refrain from agreeing to 
the election, because of the uncertainty 
of its results. 


Accordingly, it is recommended 
that each stockholder in an electing 
corporation revise his will to provide 
sufficient authority to the executor to 
consent to the election. At the same 
time, it might be advisable to add a 
clause safeguarding the executor rela 
tive to any consequences of the election. 

Furthermore, it will not be possible 
for the stockholder in his will to leave 
his stock to a testamentary trust, be- 
cause such a transfer would terminate 
the status of the electing corporation.® 
Similarly, if the stock is divided 
among too many beneficiaries, a termina- 
tion may result. This should give the 
will draftsman additional problems as 
he plans the disposition of the stock- 
holder’s estate. 


Loss Carry-backs 
Operating losses of businesses can 
now be carried back three years and 


forward five years.’® If a corporation 
makes the election, its operating 
losses incurred while it is an electing 
corporation cannot be carried back to 





*“TB Jefore the stock is transferred to the 
trust by the executor, the estate (rather 
than the trust) would be the shareholder 
and the corporation could make the election. 
The election would terminate, however, 
upon the subsequent transfer of the stock to 
the trust.” (Release cited at footnote 5.) 


® 1954 Code Sec. 172(b)(1)(A) and (B). 
™ 1954 Code Sec. 1374(d) (2). 


"For a possible contra argument, see 
Regs. Sec. 1.581-2(c): “For the purpose of 
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recover corporate taxes paid in earlier 
years when it was not an electing 
corporation. Of course, the operating 
losses incurred by the electing corpo- 
ration are deductible by its stock- 
holders who can also carry back and 
carry over the excess of the loss over 
their current year’s income. It is im- 
portant to note, however, that the 
stockholders cannot carry back the 
loss to a year beginning before 1958." 
Consequently, the opportunity to 
carry back losses to. 1955, 1956 and 
1957 is lost to both the electing cor- 
poration and the stockholders. 


Loss Carry-overs 


If a corporation elects not to be 
taxed as a corporation, it cannot use 
up any carry-over loss it may have 
accumulated from previous years. 
Moreover, the years to which the loss 
can be carried continue to run, For 
example, if a corporation had a carry- 
over loss which could be carried for- 
ward to 1958, 1959 and 1960 and it 
makes the election for 1958 and 1959; 
the carry-over loss would be usable 
only in 1960, and if not completely 
used in that year, the balance would 
be wasted. Furthermore, even though 
the loss could not be used in 1958 or 
1959, if the corporation had profits in 
those years, those profits apparently 
would reduce the amount of the carry- 
over loss available for 1960."” 


Limit on Loss Deduction 


While the stockholder of an elect- 
ing corporation may deduct his share 





computing the net operating loss deduction 
provided in section 172, any taxable year for 
which a mutual savings bank, building and 
loan association, or a cooperative bank .. . 
was exempt from tax shall be disregarded. 
. . . [T]he amount of the net operating loss 
carryback or carryover from . [a tax- 
able year] shall not be reduced by reference 
to the income of any year” during 
which the corporation was exempt from tax. 
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Mischiefs feed like beasts, 
till they be fat, and 
then they bleed.—Ben Jonson. 


of the corporation’s current operating 
losses, his share cannot exceed the 
total of the adjusted basis of his stock 
determined as of the end of the cor- 
poration’s taxable year and the ad- 
justed basis of any indebtedness of the 
corporation to him also determined as 
of the end of the corporation’s taxable 
year.** Any part of the corporation’s 
operating loss which cannot be used 
by the stockholder because of the 
stock and debt limitation is completely 
wasted and cannot be used subse- 
quently by either the corporation or 
the stockholder. 


It is, therefore, recommended that 
if the corporation anticipates a loss 
that will exceed the stockholder’s 
basis for his stock and loans, the stock- 
holder should increase his basis be- 
fore the end of the corporation’s 


taxable year by additional capital 
contributions or loans. Under certain 
circumstances, it might even be ad- 
visable for the stockholder to borrow 


from outside sources and lend the 
funds to the corporation. 


Reduction of Basis 


The basis of a stockholder’s stock 
is reduced by the amount of the elect- 
ing corporation’s current operating 
loss that is deducted by him.** Con- 
sequently, if the stockholder there- 
after sells his stock or the corporation 
liquidates, the stockholder will in- 
crease his gain (or decrease his loss) 
on the transaction by such amount. In 
such a case, the advantage to the 
stockholder of being allowed to de- 
duct his share of the corporation’s 


* 1954 Code Sec. 1374(c) (2). 

* Senate Finance Committee Report, Tech- 
nical Amendments Bill of 1958. S. Rept. 
1983, 85th Cong., 2d Sess. (1958), at p. 88. 
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operating loss may be substantially 
reduced. 


For example, assume a stockholder 
in the 50 per cent income tax bracket 
has a basis for his stock of $10,000. 
If his share of the corporation’s oper- 
ating loss equals $1,000 he would save 
$500 in income tax, but the basis for 
his stock would be decreased to 
$9,000. If the stockholder thereafter 
sells his stock for a profit, his gain 
would be increased by $1,000, result- 
ing in an additional capital gains tax 
of $250. 


Of course, if the stockholder holds 
his stock until his death (which is 
often the case in a closely held corpo- 
ration), this result will be avoided, 
because his beneficiary will receive 
the stock with a new basis equal to 
the value reported on the federal 
estate tax return of the stockholder. 


Double Tax on Undistributed Income 


If an electing corporation had profits 
in one year which were charged to 
the stockholders, and distributed to 
them in a later year, the later-year 
distribution is not taxable to the stock- 
holders because they had already paid 
a tax on that amount.” If the cor- 
poration, however, should terminate 
the election before it made the dis- 
tribution, those profits, although al- 
ready taxed to the stockholders, may 
not be distributed tax free; they are 
treated as any regular distribution by 
a nonelecting corporation and are tax- 
able to the stockholders to the extent 
of current or accumulated earnings 
and profits. 


The foregoing emphasizes the im- 
portance of having the corporation 
distribute to the stockholders each 
year the full amount of the corpora- 
tion’s income. However, it is ex- 


* 1954 Code Sec. 1375(d) (1). 
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tremely difficult for the corporation 
to distribute before the end of the 
taxable year the exact amount of in- 
come it will earn for the year. Several 
days or weeks of accountants’ work 
after the end of the taxable year may 
be required in order to compute the 
amount of the income. Furthermore, 
the actual withdrawals may become 
subject to state income taxes, which 
would be avoided if the income re- 
mained in the corporation. Moreover, 
as corporations are not in the habit 
of distributing all of their income, 
there may be a natural reluctance on 
the part of the board of directors to 
make such a distribution without a 
commitment that the stockholders 
will contribute back or loan to the 
corporation at least a portion of the 
distribution. This may create further 
problems because a distribution con- 
ditioned on a compulsory reinvest- 
ment or loan likely will not satisfy 
the requirement that the income has 
been distributed to the stockholders. 


Since the election may be termi- 
nated at any time, such as by a trans- 
fer to a nonqualifying stockholder, 
the possibility that the stockholders 
may someday pay a double tax on the 
undistributed income becomes ex- 
tremely important. 


Noncash Dividends 


Electing corporations should gen- 
erally not distribute dividends in any 
form other than cash. Stockholders 
are taxed on the undistributed taxable 
income of the electing corporation 
reduced only by the amount of any 
cash dividends.*® Accordingly, if the 
corporation issues a dividend in prop- 
erty, such as stock of another corpo- 
ration, the stockholders are taxed on 
the receipt of the property dividend 
(to the extent of earnings and profits 
accumulated before the corporation 
made the election) and are also taxed 


* 1954 Code Sec. 1373(c). 
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on the amount of the undistributed 
income unreduced by the amount of 
the property dividend. 


For example, assume that an elect- 
ing corporation has a current net in- 
come of $25,000 and prior accumulated 
earnings and profits of $15,000. If it 
distributes nothing in the current 
year, $25,000 (the undistributed in- 
come) will be taxed to the stock- 
holders as a dividend on the last day 
of the taxable year. If it distributes 
$20,000 in cash and $9,000 in property 
during the year, the $20,000 cash and 
the $9,000 in property will be taxed as 
dividends to the stockholders. An 
additional $5,000 (the undistributed 
income) will also be taxed to the 
stockholders as a dividend on the last 
day of the taxable year. Therefore, 
the stockholders will be taxed on a 
total of $34,000, although the corpo- 
ration had income of only $25,000. 


Disallowed Salary Deduction 


Even with an electing corporation, 
there may be occasions when it is de- 
sirous to have the key stockholder- 
employees take large salaries. For 
example, large salaries would be 
beneficial in reducing the state corpo- 
rate income tax and for increasing 
the base for contributions to profit- 
sharing plans. On audit, the amount 
claimed as a deduction for salaries 
might be reduced. Under such cir- 
cumstance, there is a danger of a 
double tax. First, the salaries would 
have been taxed to the employee- 
stockholders. Second, the disallowance 
of the deduction to the corporation 
could increase the undistributed in- 
come of the corporation and the amount 
of such increase could be taxed to the 
stockholders. 


Of course, where salaries are paid 
in proportion to stockholdings, it can 
be argued that the employees have 
received a cash dividend which de- 


25 








creases the undistributed income in 
the same manner as a salary deduc- 
tion and, therefore, no double tax can 
result." Where salaries are not paid 
in proportion to stockholdings, or 
where the salary disallowances are 
not proportionate to all stockholder- 
employees, this argument may prove 
less effective, since it is more difficult 
to classify disproportionate payments 
as dividends.** 


A similar problem may arise with 
respect to disallowed entertainment 
and travel expenses. 


In connection with the problem of 
fixing the amount of salary payments, 
it is worth noting that if an electing 
corporation has long-term capital gains, 
salary payments in excess of the cor- 
poration’s ordinary income convert 
the capital gains into ordinary in- 
come. For example, if an electing 
corporation has capital gains of 
$25,000 and ordinary income of $5,000 
and pays its stockholder-employees 
salaries of $20,000, the stockholders 
are charged with salaries of $20,000 
and long-term capital gains of $10,000. 
If, on the other hand, the corporation 
pays the stockholder-employees sala- 
ries of $5,000, the stockholders include 
in their income tax returns salaries of 
$5,000 and long-term capital gains 
of $25,000. 


Increasing Salaries 


A dividend received by a _ stock- 
holder from an electing corporation 
may be apportionated or allocated by 
the Internal Revenue Service among 
members of the stockholder’s family 


* 1954 Code Sec. 1373(c) and (d)(2). 

* Some tax commenators have stated the 
view that all such payments would be held 
to be dividends and that there could be no 
problem of a double tax for disallowed 
salaries in an electing corporation. 

#1954 Code Sec. '1375(c). 

* The receipts of a corporation operating 
a hotel or motel do not constitute disqualify- 
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if it is determined that such appor- 
tionment or allocation is necessary in 
order to reflect the value of services 
rendered to the corporation by such 
family members.’® This provision 
could, to some extent, limit the ad- 
vantages of gifts of stock among 
members of the family group. If a 
parent, for instance, renders substantial 
services to the corporation, he may be 
required to report income commen- 
surate with the value of his services. 
He may not be permitted to transfer 
to his children, under the guise of 
dividends, that portion of the cor- 
poration’s income attributable to his 
personal services. 


Gross Receipts 


If a corporation has more than 20 
per cent of its gross receipts for the 
taxable year from royalties, rents,” 
dividends, interest,*? annuities and 
capital gains from the sale of stock 
or securities, the corporation is dis- 
qualified for that year.** Further- 
more, if the corporation derives more 
than 80 per cent of its gross receipts 
from sources outside the United States, 
it is disqualified for that year.** Ac- 
cordingly, corporations having income 
from these sources must continuously 
review their gross receipts to ascer- 
tain whether they may be subject to 
disqualification. 


Deliberate Disqualification 


One of the advantages often men- 
tioned about the electing corporation 
is that it is possible to nullify the elec- 
tion if events during the year indi- 
cate that the election will not prove 


ing rents. (Release cited at footnote 5.) 

* The interest received by a bank or 
licensed personal finance company consti- 
tutes disqualifying income. (Release cited 
at footnote 5.) 

* 1954 Code Sec. 1372(e) (5). 

* 1954 Code Sec. 1372(e) (4). 
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beneficial to the stockholders. For 


example, if the corporation issues a 
second class of stock or if stock is 
transferred to a nonqualifying stock- 
holder, the election is terminated for 
that year.** 


It should be emphasized that once 
an election is terminated or revoked, 
the corporation is not eligible to make 
a new election for five years with- 
out the consent of the Revenue Serv- 
ice.*> Moreover, there may be some 
question as to whether the Revenue 
Service will permit a deliberate dis- 
qualification to take effect where the 
sole purpose of the disqualifying act 
is tax advantage to the corporation 
or its stockholders. There have been 
situations where the Revenue Service 
has successfully disregarded deliber- 
ate acts without a business purpose 
that were intended solely for tax ad- 
vantage. For example, where a mem- 
ber of an affiliated group filing a 
consolidated tax return purchased 
stock in a corporation for the primary 
purpose of allowing the members of 
the group the election of filing sepa- 
rate returns, the Revenue Service ruled 
that the use of the consolidated return 
would have to be continued.** Simi- 
larly, the privilege of filing consoli- 
dated returns will be denied where it 
is found that the subsidiaries are 
acquired for the principal purpose of 
avoiding tax.** Furthermore, where 
a subsidiary’s stock is worthless be- 
fore the parent acquires additional 





* 1954 Code Sec. 1372(e)(1) and (3). 


* 1954 Code Sec. 1372(f) states: “. . . such 
corporation shall not be eligible to 
make an election . . . for any taxable year 
prior to its fifth taxable year which begins 
after the first taxable year for which such 
termination or revocation is effective, unless 
the Secretary or his delegate consents to 
such election.” 

* Rev. Rul. 56-271, 1956-1 CB 440. 

* David’s Specialty Shops, Inc. v. Johnson, 
55-1 ustc § 9472, 131 F. Supp. 458 (DC 
N. Y.); J. D. and A. B. Spreckels Company, 
CCH Dec. 11,002, 41 BTA 370 (1940); 
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stock, bringing its ownership up to 
95 per cent, the ordinary loss usually 
allowed for worthless stock in a 95- 
per-cent-owned subsidiary has been 
held not to apply where there was no 
business purpose for the additional 
stock purchase.** 


Open Questions 


In addition to the problem areas 
discussed above, many questions are 
presently left unanswered by the new 
electing corporation provisions. For 
example, to list a few: 

What meaning is to be given to the 
term “gross receipts” for purposes of 
the 20 per cent rule? 


In determining the amount of gross 
receipts from sales or exchanges of 
stock or securities, are net gains used 
or gross gains without any reduction 
for losses? 

If the debt securities of a corpora- 
tion are disregarded, because the cor- 
poration has been too thinly capitalized, 
have the debt securities been con- 
verted to a different class of stock, 
thereby terminating the election? 

What effect will the election have 


on state corporate and personal in- 
come taxes? *° 


Conclusion 


Finally, it should be noted that 
there is some question as to whether 
Congress realized the full impact and 
possibilities of the electing corpora- 





American Pipe & Steel Corporation, CCH 
Dec. 21,352, 25 TC 351 (1955), aff'd, 57-1 
ustc J 9590, 243 F. 2d 125. 

** Hunter Manufacturing Corporation, CCH 
Dec. 20,058, 21 TC 424 (1953). 

* For comments of some state tax officials 
on this question, see CCH State Tax Re- 
view, October 20, 1958, pp. 2-4; October 27, 
1958, pp. 4-5; November 10, 1958, p. 6; 
November 17, 1958, pp. 1, 7; and November 
24, 1958, pp. 5-6. See also Ruling of New 
York State Tax Commission, November 


17, 1958. 
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tion when it enacted the legislation 
several months ago. Clearly, it may 
have given away much more than it 
intended. There are some tax practi- 
tioners who believe that the legisla- 
tion may be repealed. This is too 
pessimistic a view; but we may an- 
ticipate some closing up of unintended 
benefits by Congress, the courts and 


the Revenue Service. With this back- 
ground, and in view of the problems 
discussed above, the questions yet to 
be resolved, and the newness of the 
legislation, it is suggested that the 
tax practitioner be extremely cautious 
in recommending the use of the elect- 
ing corporation. [The End] 


THE SMALL BUSINESS CORPORATION— 
Continued from page 20 


elect the treatment accorded by Sub- 
chapter S. There is an inconsistency 
between Sections 1371 and 1504. In 
Section 1371, it states that a small 
business corporation may not be a 
member of an affiliated group as de- 
fined in Section 1504. But among 
those corporations excepted from af- 
filiated groups in Section 1504 is an 
electing small business corporation ; 
the two sections are inconsistent. 
This is evidently an error in drafts- 
manship which will be soon corrected. 


A small business corporation may 
have no more than ten shareholders. 
Nothing is said as to the attribution 
rules of Section 318. Since Section 
318 refers to Subchapter C it is not 
applicable to Subchapter S and the 
conclusion must be that a husband 
and wife would count as two stock- 
holders where each owned some of 
the stock. An interesting problem 
arises in those community property 
states where the wife has a vested, 
present interest in the property of the 
community. Apparently she will be 
counted as a stockholder. The effect 
of this application of local law is to 


reduce the permissible number of : 


married stockholders to five.? 


* This assumes, of course, that the stock 
is community property. If separate property, 
there is no problem. Perhaps the spouses 
could agree that the stock is separate prop- 
erty and so avoid this problem. (See Cali- 
fornia Civil Code, Sec. 158.) 
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The stockholders must be either in- 
dividuals or estates. A trust may not 
be a stockholder in a small business 
corporation. How about a partner- 
ship? If the entity theory of partner- 
ships is adopted, a partnership may 
not be a stockholder. If the aggregate 
theory is used, a partnership may be 
a stockhole.r Section 702(a)(5) re- 
quires dividends to be separately 
stated in computing partnership in- 
come. This could lead to the infer- 
ence that distributions from a small 
business corporation would be sepa- 
rately stated, because Section 1373(b) 
states that distributions will be 
treated as dividends. Section 1375(b) 
does not permit the dividends-re- 
ceived credit, and so the reason for 
separate statement on the partnership 
return disappears. Probably the saf- 
est thing to do is to have the partners 
own the stock of the corporation. Of 
course, if the partnership is share- 
holder number ten, it may be neces- 
sary to argue the aggregate theory.’ 

A voting trust may not be utilized 
for ownership and control of a small 
business corporation, because a trust 
is not an individual or an estate. 
Neither could a testator leave corpor- 


* Perhaps the mere argument defeats it- 
self. If the aggregate theory is adopted, the 
partners each own part of the assets of the 
partnership and they might as well directly 
own the stock. 
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ation stock in trust for an heir and 
then the corporation elect to fall 
within the provisions of Subchapter S. 


To be eligible to fall under the pro- 
visions of Subchapter S, a corporation 
must elect to do so under Section 
1372. If such an election is made, the 
corporation will not “be subject to the 
taxes imposed by this chapter”; that 
is, not subject to the income tax 
which is levied on other corporations. 
Such exotic corporation taxes as those 
imposed on personal holding com- 
panies and the improperly accumu- 
lated surtax fall into “this chapter.” 
Therefore, electing small business 
corporations will not be subject to 
these taxes. Nor should they be. The 
intent of Congress was to pass the 
corporate income on to the stock- 


holders where it would be subject to 
the taxes on the individual level. The 
personal holding company tax and the 
improperly accumulated earnings tax 
are designed to force corporate earn- 
ings into the hands of the individuals 
where they may be subjected to the 


higher individual rates. In the small 
business corporation, this is accom- 
plished by the pass-through of the 
corporation income to the stockhold- 
ers. 


The use of the small business cor- 
poration would avoid the need for 
these penalty taxes, but there would 
be a considerable loss of revenue. 
Section 1372(e)(5) terminates any 
election by a corporation to be taxed 
as small business if an electing cor- 
poration has more than 20 per cent 
of its gross receipts for any year from 
royalties, rents, dividends, interest, 
annuities and sales or exchanges of 
stock or securities. This subsection 
effectively forecloses the use of the 
small business corporation election 
where the corporation is a personal 
holding company. Indeed, Section 


*1954 Code Secs. 541-547. 
*S. Rept. 1983, 85th Cong., 2d Sess. 
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1372(e)(5) goes even further. The 
personal holding company sections of 
the Code * contain an exception where 
the income from rents is more than 
50 per cent of the gross income. No 
such exception is contained in Section 
1372(e)(5). The result is that a cor- 
poration which owns and operates 
real estate may not operate as an 
electing small business corporation. 
The Senate Finance Committee re- 
port® merely repeats the language of 
the statute. The lack of conformity 
seems to be merely a legislative or 
drafting oversight, and this correction 
in the Code should be made. 


An election to be within the provi- 
sions of Subchapter S may only be 
made by a small business corporation 
if all the stockholders of the corpora- 
tion consent to the election. If the 
election is made on or before the first 
day of the applicable taxable year, all 
those persons who are stockholders 
on the first day of the taxable year 
must consent. This does not require 
that all stockholders must consent at 
the time of the election. If a noncon- 
senting stockholder sells his stock, 
and, later, if on the first day of the 
taxable year all the remaining stock- 
holders had consented, the election 
would be valid, because on the first 
day of the taxable year all the stock- 
holders (as of that date) had con- 
sented. Their consent need not be 
given on the first day of the taxable 
year. 


If the election to be taxed under 
Subchapter S is made after the first 
day of the taxable year, such election 
must be agreed to by all the stock- 
holders on the day of the election. 
The election by a small business cor- 
poration must be made either during 
the first month of the taxable year or 
the first month preceding the taxable 
year.© There are special rules for 


* 1954 Code Sec. 1372(c)(1). 








He who praises everybody 
praises nobody.—Samuel Johnson. 


those corporations whose fiscal years 
started prior to the day of enactment, 
September 2, 1958. The fiscal year 
must begin after December 31, 1957, 
and the election must be made within 
90 days of the enactment of the sub- 
chapter, or if the year ends within 
that 90-day period, the election must 
be made prior to the close of the fiscal 
year. 


T. D. 6317, dated September 25, 
1958, discusses Subchapter S and 
gives the manner in which a corpora- 
tion makes the necessary election. 

Once an election has been made, it 
remains in effect for all future years 
until it is terminated as provided in 
Section 1372(e). Subsection (1) re- 
quires a termination of the election 
where a new stockholder does not 
consent to the election. The time for 
this consent is within 30 days of be- 
coming a stockholder, and the 30 days 
start with the day the person becomes 
a shareholder.’ This requirement pro- 
vides an easy way to terminate a pre- 
vious election. All that is necessary 
is to get a new stockholder who re- 
frains from making the prescribed 
consent. The termination is effective 
for the taxable year of the corporation 
in which the person became a share- 
holder. Presumably, this means that 
if X buys stock in the A Corporation 
on December 31, 1958, and fails to 
file his consent until after January 29, 
1959, the election is terminated as to 
1958. 

There is no restriction as to whom 
the sale may be made. Apparently, 
a husband could sell his stock to his 
wife and so terminate the election. 

Section 1372(f) requires a wait of 
four years after the year of termina- 
tion. During the fifth year after the 
year of termination, the corporation, 


*T. D. 6317. 


30 January, 1959 @ 


or its successor, may again be eligible 
to elect to be taxed as a small busi- 
ness corporation. However, Section 
1372(e)(1)(B) states that a termina- 
tion of the election because of a non- 
consenting new stockholder is effective 
for that taxable year and for “all suc- 
ceeding taxable years of the corpora- 
tion.” There is an inconsistency here 
which was probably the result of 
hasty draftsmanship. This inconsist- 
ency is carried through by all the 
subsections of 1372(e). Clearly, the 
intention of Congress is expressed by 
Section 1372(f) and the phiases “all 
succeeding taxable years of the cor- 
poration” in Section 1372(e) must be 
read to mean all succeeding years in 
which the corporation is ineligible to 
make an election. 

The election under Section 1372(a) 
may be terminated by a revocation 
any time after the first year for which 
the election is effective. The revoca- 
tion will be effective only if all the 
stockholders on the day the revoca- 
tion is made consent to such a revo- 
cation. If there is one recalcitrant 
stockholder, he could forestall a 
revocation under this _ subsection. 
From a practical point of view, this 
is not too important, because one of 
the other stockholders could easily 
transfer his stock to a friendly non- 
consenting transferee. This is just as 
effective as a revocation. On the 
other hand, a minority stockholder 
can exert strong bargaining pressure 
where the majority stockholders feel 
it is important to keep the election in 
effect. The Code cannot protect the 
minority stockholder and, at the same 
time, take away the bargaining posi- 
tion given to him by his being re- 
quired to be part of a unanimous 
body. The solution to this problem of 
corporate law is to have a contract 
executed by the stockholders by which 
they agree not to prejudice one an- 
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other because of the provisions of 
Section 1372. 


Should a corporation cease to be a 
small business corporation as defined 
in Section 1371, then the election will 
terminate. Care must be taken not to 
avoid small business corporation 
status accidentally. The most prob- 
able pitfall will be the ten-shareholder 
rule. It may easily happen that the 
carrying out of some complicated 
estate plan might overlook the num- 
ber of stockholders and the election 
become automatically terminated. 
Care must be exercised in the drafting 
of marital deduction trusts if there is 
a small business corporation in the 
estate. 

Under Section 1372(e) (4), the elec- 
tion will terminate if the corporation 
derives more than 89 per cent of its 
gross receipts from sources outside 
the United States. The termination 
of the election is effective in the year 
in which the foreign income exceeds 
80 per cent of the gross receipts. 


Section 1373 sets forth the manner 
in which the income of an electing 
small business corporation will be 
taxed. Taxable income of an electing 
corporation is the same as that of an 
ordinary corporation, except that no 
deductions are allowed for net oper- 
ating losses or for the special cor- 
poration deductions such as that for 
dividends received. The deduction for 
organization expenditures is allowed. 
From taxable income as thus deter- 
mined is subtracted any money dis- 
tributed as a dividend during the 
taxable year, to the extent that such 
amount is distributed from earnings 
and profits of the taxable year. The 
balance is the undistributed taxable 
income. 


If property is distributed to the 
shareholders, there seems to be no 
definite rule as to the tax effects on 


the shareholders because of such dis- 
tribution. The undistributed taxable 
income of the corporation is not re- 
duced by such a distribution. For 
example, X Corporation distributes 
property to the shareholders with a 
basis and fair market value of $20,000. 
The taxable income and earnings and 
profits for the year were $45,000. The 
undistributed taxable income will be 
$45,000. The status of the $20,000 
received by the shareholders doesn’t 
seem clear. Section 1375(d) would 
not tax such a distribution if the 
property had been acquired from in- 
come previously taxed to the share- 
holders as_ undistributed taxable 
income. If the property had been ac- 
quired from contributed capital, there 
should be no tax, but merely a reduc- 
tion of the basis of the shareholder’s 
stock. If the property had been ac- 
quired from income earned prior to 
the election, it should logically be 
taxed to the shareholders as dividends. 
If such a distribution were not taxed 
as a dividend, it would be possible for 
a shareholder to receive property 
from an electing corporation tax free, 
even ‘hough the corporation had sub- 
stantial earnings and profits accumu- 
lated before election was made. Could 
he perhaps sell or lease this same 
property back to the corporation for 
money? 


The undistributed taxable income 
is considered to be distributed to the 
shareholders on the last day of the 
taxable year. That is, each shareholder 
is considered to have received his pro- 
portionate share of the undistributed 
taxable income on the last day of the 
taxable year of the corporation. These 
amounts are to be treated as divi- 
dends by the shareholders, except that 
they are not eligible for the dividend 
exclusion and the dividends-received 
credit. The committee report gives 
this example of the operation of Sec- 





*1954 Code Sec. 1375(b). 
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tion 1373. An electing small business 
corporation has taxable income and 
earnings and profits of $100,000 for 
the taxable year. A _ dividend of 
$70,000 is distributed. The undis- 
tributed taxable income of the cor- 
poration is $30,000, which will be 
divided pro rata among the sharehold- 
ers at the end of the year. 


Taxing the entire income to those 
shareholders who own stock at the 
end of the year permits considerable 
tax avoidance. Assume S Corpora- 
tion, an electing small business cor- 
poration, is owned 50 per cent by A 
and 25 per cent each by B and C. 
Income for the taxable year is 
$200,000. A will be taxed on $100,000; 
B and C will each be taxed on $50,000. 
If A were to sell or give away part of 
his stock on the next-to-last day of 
the year, he would avoid a large tax. 
In the example above, assume A gave 
his son one fourth of his stock on the 
day before the end of the year. Then 
A would have income of $75,000, and 
his son income of $25,000. Any sale 
or gift would, of course, be required 
to be genuine or else it could be set 
aside as a sham transaction. 


Section 1375(c) gives the govern- 
ment the right to reallocate the divi- 
dends received by a_ shareholder 
among the shareholder’s family when 
such reallocation is necessary to re- 
flect the value of services rendered to 
the corporation. This may well be the 
reverse of the usual excessive salary 
controversy. The government will 
contend that the working family 
member be allocated a larger salary 
than he received. The purpose of this 
subsection is to prevent the transfer 
of the income from an electing small 
business corporation to nonworking 
family members. This is the same 
problem encountered in partnership 
taxation. Under Section 704, the in- 
come from a partnership is taxed to 


~ * 1954 Code Sec. 1374(c). 
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the owners of the partnership inter- 
ests. To avoid manipulation of the 
income, the government is entitled to 
allocate a fair salary to the working 
partner of a family partnership. This 
salary allocation principle has been 
carried over to the small business 
corporation. 


After a reasonable salary is estab- 
lished, there seems to be no way of 
preventing the transfer of the undis- 
tributed taxable income to other 
members of the family. The small 
business corporation is better adapted 
for this than is the partnership. Gen- 
erally speaking, the owner of a part- 
nership interest has a voice in the 
management of the business. With a 
small business corporation, the trans- 
feror of the shares may obtain a proxy 
from his transferee and thereby retain 
control of the organization. It may 
well be that the control over the stock 
certificate (such as by proxy) will 
become a major area of litigation. I[t 
is forseeable that some type of ad- 
verse-party concept will develop sim- 
ilar to that of the trust field in order 
to control the tax avoidance aspects 
of Section 1373. 


The treatment of losses by an elect- 
ing small business corporation is done 
in a manner quite different from the 
treatment of the undistributed taxable 
income. Section 1374 permits each 
shareholder to deduct his share of the 
loss of the electing corporation. This 
deduction is specified to be from gross 
income and apparently is a deduction 
in determining adjusted gross income. 
This is proper, as a partnership loss 
is deductible from gross income in 
determining adjusted gross income. 

The shareholder’s portion of the 
loss is determined on a daily basis.® 
In determining the corporation’s loss, 
the same disallowed deductions for 
determining taxable income apply. 
That is, there is no deduction for divi- 
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History shows by many 

examples that excessive 

taxation . . . is an important 
factor in the decline and fall 

of civilization —Alexander Hamilton. 


dends received (85 per cent), and so 
forth. The net operating loss for the 
year is divided by the number of days 
in the taxable year. This gives the 
daily net operating loss. Then, each 
shareholder determines the pro-rata 
amount of shares held by him on each 
day. He is entitled to that pro-rata 
share of the net operating loss. For 
example, if A and B are equal owners 
of an electing small business corpora- 
tion which sustains a loss of $10,000, 
each is entitled to a deduction of 
$5,000. If A had sold one half of his 
stock to C on April 1, the computation 
of the respective shares of the loss 
could be done as follows (assuming a 
calendar-year corporation and 100 
shares of stock issued) : 
Jan1to April 1to 





March 31 Dec. 31 Total 

Days 90 275 365 
For A, shares 50 25 

Days X shares 4,500 6,875 11,375 
For C, shares None 25 

Days X shares None 6,875 6,875 
For B, shares 50 50 

Days X shares 4,500 13,750 18,250 
Total days 

X shares 36,500 


A’s pro-rata share is 11,375/36,500 
or 31.1 per cent; C’s pro-rata share is 
6,875/36,500 or 18.9 per cent; and B’s 
pro-rata share is 18,250/36,500 or 50 
per cent. These percentages will then 
be multiplied by the net operating 
loss to determine the deduction for 
each shareholder. 


Example (2) of the committee re- 
port is not exactly correct. The ex- 
ample shows a shareholder selling all 


” 1954 Code Sec. 704(d) permits a partner 
to deduct the previously nondeductible loss 
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of his stock on July 1, and concludes 
that the transferor and the transferee 
will each have an equal loss to deduct. 
Actually, this is not quite true be- 
cause there are 181 days in the first 
half of the year and 184 in the second 
half. The example would be correct 
if the code required the allocation to 
be made on a monthly basis instead 
of on a daily basis. 


As in the case of partnerships, a 
loss will not always be fully deduct- 
ible. Section 1374c(2) limits the loss 
to the basis of the shareholder’s stock 
plus the basis of any indebtedness 
owed to the shareholder by the cor- 
poration. Unlike the partnership sec- 
tions of the Code, no provision is 
made for the future deduction of any 
nondeductible portion of a net operat- 
ing loss.*° This is most likely a leg- 
islative oversight. If the law should 
remain as written, there may be some 
unintended hardship. Section 1374(d) 
(1) provides that the deduction al- 
lowed by Section 1374(b) shall be 
considered to be a deduction attribut- 
able to the trade or business of the 
shareholder. This is to permit a 
shareholder of an electing small busi- 
ness corporation to carry back his net 
operating loss deduction in the same 
manner that a partner may carry back 
his share of the partnership loss. The 
wording of Section 1374 limits a loss 
to the shareholder’s basis of his stock 
(and any debts) and this will be the 
amount which can be carried back. 
There can be no future use of any loss 
in excess of the basis because Sub- 
chapter S does not now make provi- 
sion for the later utilization of such 
excess. 

The hardship of these omissions 
will be felt by those small business 
corporations which find themselves 
with substantial losses. If an electing 
small business corporation should suf- 


when the basis of his partnership interest 
is again greater than zero. 
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fer large losses, the loss will be 
allowed only to the extent of the 
shareholders’ investments. If the same 
business were a partnership, the loss 
could be fully utilized by the partners 
either as a carry-back or a carry-for- 
ward." This oversight should be cor- 
rected to carry out the purpose of 
Subsection S, which is described as 
permitting “businesses to select the 
form of business organization desired, 
without the necessity of taking into 
account major differences in tax con- 
sequence”, 


Whenever an electing small busi- 
ness corporation does not distribute 
all of its undistributed taxable in- 
come, the undistributed portion will 
remain among the corporate assets 
until it is finally distributed. At that 
time, there should be no tax on such 
a distribution. The entire undis- 
tributed taxable income is taxed to 
the shareholders in the year in which 
it is earned by the corporation. To 
tax it again when it is distributed 
would be to defeat the purpose of 


Subchapter S. Such double taxation 
is the same tax structure that is appli- 
cable to the ordinary nonelecting cor- 
poration. Section 1375(d)(1) provides 
that such distributions from previ- 


ously taxed undistributed taxable 
income will be considered to be a 
distribution that is not a dividend. A 
distribution to a shareholder that is 
not a dividend is a return of capital ** 
and such distributions will reduce the 
basis of the shareholder’s shares. 


Under Section 1373(b), the share- 
holder’s pro-rata portion of the undis- 
tributed taxable income is considered 
to be a dividend. Section 1376(a) in- 
creases the basis of the shareholder’s 
stock by the amount of such dividend. 
This means that his basis is increased 


* 1954 Code Sec. 704 limits the loss to the 
basis of the partners’ interest, but Sec, 752 
increases the basis of the partnership inter- 
est in most cases to cover the losses. 
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by his share of the corporation earn- 
ings which are taxed to him. This, of 
course, follows the partnership 
scheme where the basis of a partner's 
interest is increased by his share of 
the partnership income. It must fo!- 
low that any distribution of previ- 
ously taxed (to the shareholder) 
undistributed taxable income must 
reduce the basis of the shareholder’s 
stock. Indeed, Section 1375(d)(1) 
seems to require this by treating such 
distributions as distributions, not as 
dividends. 


An interesting problem is presented 
where an electing small business cor- 
poration has undistributed taxable 
income from a prior year and makes 
a distribution during the current year, 
where the current year proves to be a 
profitable one. For example, X Cor- 
poration has earned $20,000 in prior 
years (during all of which it was an 
electing small business corporation) 
and during the current year earns 
$15,000 and distributes $8,000. Will 
the $8,000 be considered to be a dis- 
tribution from prior years and so tax 
free, or will the $8,000 be considered 
to be a dividend from the current in- 
come? At first, it would seem that it 
would not make any difference; if it 
is considered a tax-free distribution, 
the entire $15,000 will be undistrib- 
uted taxable income, but if considered 
a dividend, the $8,000 would be taxed 
as a dividend and the balance of 
$7,000 would be considered to be un- 
distributed taxable income; in either 
case, there is $15,000 to be taxed. If 
the distribution is considered from 
prior earnings, then none of the 
$15,000 qualifies for the dividend ex- 
clusion or the _ dividend-received 
credit. On the other hand, if the 
$8,000 is a current dividend, it will 


® Work cited at footnote 5. 
* 1954 Code Sec. 1016, 
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qualify for the dividend exclusion and 
the credit. It may be that the regula- 
tions will solve this dilemma because 
the Code in Section 1375(d)(1) ex- 
pressly provides that distributions of 
undistributed taxable income of prior 
years must be made according to reg- 
ulations prescribed by the Secretary 
or his delegate. 


Provision is made in Section 1375 
(a) for special treatment of long-term 
capital gains. Where the electing 
small business corporation has real- 
ized long-term capital gains, a portion 
of its income that is taxed to the 
shareholder as a dividend will be 
treated as a long-term capital gain. 
This portion will be the shareholder’s 
pro-rata share of the corporation’s 
long-term capital gain. If a corpora- 
tion has net long-term capital gain of 
$12,000 and three equa! stockholders, 
each stockholder will include $4,000 
of his share of the income as a long- 
term capital gain. A limitation is 
placed on the amount of the net long- 
term capital gain which will pass 
through to the stockholders. Section 
1375(a) limits this to the amount of 
the corporations’ taxable income. The 
committee report gives the following 
example: The corporation has net 
long-term capital gain of $100,000 and 
taxable income of $80,000. The net 
long-term capital gain which the 
shareholders may recognize is $80,000. 
The report goes on to say the cor- 
poration “cannot, by distributing 
$100,000 during the year, pass. down 
to its shareholders $20,000 of accu- 
mulated earnings and profits at cap- 
ital gain rates.” Apparently, the cor- 
poration had a long-term capital gain 
of $100,000 and an operating loss of 
$20,000. Under the familiar partner- 
ship rules, each partner would report 


Small Business Corporation 


his share of the loss and show his 
share of the capital gain. The share- 
holders in an electing small business 
corporation do not have such favor- 
able treatment. They must report 
their pro-rata shares of the taxable 
income (here $80,000) but they are 
permitted to report this as a capital 
gain rather than ordinary income. 
The excess of the long-term capital 
gain over the taxable income (here 
$20,000) does not have any special 
tax status. The actual effect of the 
limitation in Section 1375(a)(1) is to 
convert an ordinary loss into a long- 
term capital loss. This “capital loss” 
is then offset against the gain to pro- 
duce the actual taxable income—all 
a long-term capital gain as far as the 
shareholders are concerned. This spe- 
cial treatment of capital gains was 
designed to prevent the shareholders 


from taking “accumulated earnings 


and profits at capital gains rates.” 
Under Subchapter C, such an experi- 
ence could only be had by a partial 
liquidation, with all of the possible 
traps for the unwary in such liquida- 
tions. The small business corporation 
would not seem to afford any better 
opportunity to do this. All current 
income is taxed to the shareholders, 
and so earnings and profits are thereby 
reduced. Perhaps the reference is to 
an existing corporation with earnings 
and profits which has a substantial 
long-term capital gain. If the gain 
were larger than taxable income, 
earnings and profits would only be 
increased by the taxable income. 
Should the shareholders include the 
entire capital gain in their personal 
tax returns, there would be a reduc- 
tion of accumulated earnings and 
profits by the excess of the capital 
gain over the taxable income. As the 
Code now stands, this excess is for- 
ever lost. Another approach would 
be to allow the shareholders to in- 
clude the full amount of the long- 
term capital gain in their individual 
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In the area of personal 

income, the almost 

confiscatory rates in the 

highest brackets 

slifle and prevent 

risk-taking and encourage tax 
avoidance devices.—Richard M. Nixon. 


returns, but not allow them to reduce 
earnings and profits by the excess of 
the capital gains over the taxable 
income. If any distributions are later 
made from the prior earnings and 
profits, they will be fully taxed to the 
extent of the earnings and profits 
which were the result of the prior or- 
dinary income. 


The committee report requires that 
where several distributions are made 
during the taxable year, the amount 
of capital gain to be reported is allo- 
cated ratably to all the distributions. 
This is important where the end of 
the shareholder’s fiscal year does not 


coincide with the end of the corpora- 
tion’s fiscal year. In such a situation, 
the taxpayer will have two different 
taxable years affected by the one year 
of the small business corporation. It 
is conceivable that the shareholder 
would say the entire capital gain re- 
portable from the corporation belongs 
in one or the other of his two fiscal 
years."* If the capital gain must be 
reported ratably over the corporate 
fiscal year, then such a contention 
would be impossible. Evidently, the 
date of the capital gain has no bear- 
ing. Actually, it should not have any 
importance, because in most situa- 
tions the shareholders will be able to 
control the date of the realization of 
the capital gain. 


“He may want to offset some capital 
losses from outside sources. 

* These small corporations will not usu- 
ally have a problem of unreasonable com- 
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A problem is posed by the require- 
ment of the committee report. The 
shareholder will not know how much 
capital gain to report on his earlier 
return, because the corporation may 
have another capital gain just before 
the end of its fiscal year that would 
change the total capital gain to be 
prorated to the two returns of the 
individual shareholder. The report 
recognizes this problem and states 
that should the corporation and 
shareholder “have different taxable 
years, the computation of the amount 

. treated as a capital gain... 
during his entire taxable year which 
ends during the corporation’s taxable 
year must await the close of the cor- 
poration’s year.” Unanswered is the 
question of what the individual is to 
do while he is waiting. Should he 
file a return and then amend it, or 
should he file a notice with the di- 
rector that he is awaiting the end of 
the corporation year, or what? Per- 
haps the regulations will tell the pro- 
cedure to follow. 


In view of all of the problems and 
uncertainties presented by Subchap- 
ter S, there is a question as to whether 
the election should be made. For an 
existing corporation, the choice on 
purely tax considerations would seem 
to be against the election. Generally 
speaking, the corporations that will 
consider Subchapter S will be those 
whose taxable income after officers’ 
salaries is in the 30 per cent bracket. 
For these corporations, greater flexi- 
bility can be obtained through bonuses 
to the officers.* Where the corpora- 
tion rate is 52 per cent, it may be ad- 
vantageous to elect small business 
corporation treatment, but this will 
become disadvantageous should the 
individual rates rise above 52 per cent. 

(Continued on page 44) 


pensation. Generally, the compensation is 


smaller than desired because of the cash 
position of the company. 
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How to Streamline 
Tax Returns 


Tax men will soon be in the heat of the annual tax return derby. As 
the turn into the home stretch is made about March 15, they 

may find themselves swamped with both entrants and entries. To relieve 
ihe pressure, we present here a set of work sheets 

prepared by Fred H. Drewes, an accountant of Kings Mountain, North 
Carolina. The author, who is a field accountant with Textile 

Banking Company of New York, has developed his work sheets during 
20 years of experience preparing tax returns 

for individuals, corporations, partnerships and fiduciaries. 


T IS generally recognized by the accounting profession and the 
Internal Revenue Service that there exists an inadequacy of writing 
space on tax forms with the result that tabulations, additional sched- 
ules and improvised forms are required in the preparation of tax 
returns. 


It is the purpose of this article to discuss ways and means of best 
serving the interests of all parties concerned to the end that insofar 
as possible there will result a uniformity of acceptable supplementary 
schedules in submitting tax returns. 


It is hoped that the accompanying schedules and forms originated 
by the author will help to bring about uniformity, proper and more 
simplified presentations of consolidations of income and expense and 
detailing of itemized deductions, all of which may eventually lead to 
standardization in supplementing current printed schedules that will 
prove acceptable to the accountant, the lawyer and all others respon- 
sible for the preparation of tax returns. 


Inasmuch as all citizens or residents of the United States who are 
under 65 and have gross income of $600 or more for the taxable year 
must file an income tax return, whether single or married, minor or 
adult, it is pertinent to consider the forms and schedules necessary for 
filing such returns. 


Form 1040 is used for both the regular method and the optional 
tax table method of computing the tax. Form 1040A is used for the 
wage earner’s return. Withholding statements (Form W-2) received 


Streamlining Returns 





Figure 1 


Address: 
DEDUCTIO 


Name: 

ITEMIZED 

DESCRIPTION 
CONTRIBUTIONS: 


Church Affiliation 
Charitable Organization 
Charitable Organization 
Charitable Organization 
Charitable Organization 
Institution 

Orphanage 


Share of Partnership 
Contributions 


(Name & Address) 


TOTAL CONTRIBUTIONS. 
(State to Whom Paid) 


INTEREST: 

Auto Financing 
Mortgage on Home 
Bank Loans 


Building & Loan 


Home Furnishings 


Appliances for Home 
Appliances for Car 


TOTAL INTEREST PAID 


ETT eh ETT 
wo 


TAXES: 
Car Tags 
Driver's Renewal License 
Other Licenses 
City Sales Taxes 
Personal Property Taxes 


Real Estate Taxes 
State Sales Taxes 


State Income Taxes 

State Gasoline Taxes 

Compute (__gals.@_) 
TOTAL TAXES PAID. 


TOTAL ITEMIZED DEDUCTIONS FORWARD TO PAGE 


from employers for the year must be 
attached to the form when filed. 


In selecting the most suitable form 
to use, a decision must be made as 
to whether to itemize nonbusi- 
ness deductions, such as charitable 
contributions, interest, taxes, medical 
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ae TOTAL TAXES ALLOWED. 
Pape TOTALS FORWARDED. ... 


and dental expenses, and the like, or 
to take the benefit of the standard 
deduction. If Form 1040 or Form 
1040A is filed and the optional tax 
table is utilized, the nonbusiness de- 
ductions are not itemized, and the 
taxpayer receives the benefit of the 
standard deduction. 
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Figure 2 
Address: 


ITEMIZED DEDUCTIONS (Page 2) 


DESCRIPTION U. S. FORM 1040 SRS OP cetera 
TOTAL ITEMIZED DEDUCTIONS BROUGHT FORWARD-Page 1 


NEDICAL 4 DENTAL [______[awount [otal | 
Medicine & Drugs purchfroof __———SsdT—C*” 
Medicine & Drugs purch.froa _—~+dY| 


lf of line ll,p. 1 
1. jExcess of L.1l,p.1 


OTHER MEDICAL & DENTAL EXP: 
Dr. (Name) (Address) 
Dr. 

Dr. 
Dentist 


Optometrist 
Hospital 


H. & A.Insurance Premium 
Other Hospital Ins. Prem. 
Travel Exp. to Receive Medical Services: 


(From) (To) (Miles) 


2. Total Other Medical Expenses} | 

3. Total (Add 1 & 2-Enter Here) 

Enter 3% of Line ll,p. 1 
5. ALLOWABLE AMOUNT (Excess of Line 3 over Line 4) 


¥ 


OTHER DEDUCTIONS: 

Accounting Fee--Tax Returns 
Auto Collision Damage 

Prop. Damage--Casualty Loss 
Child Care 

Dues & Subscriptions 
Entertainment Expense 

Cost of Uniforms 

Wash'g & Clean'g Uniforms 
Protective Clothing 


Safe Deposit Box 
Small Tools 


Union Dues 
Exp.for Income Production 


TOTAL OTHER DEDUCTIONS... 


TOTAL ITEMIZED DEDUCTIONS (Enter Here) 


The use of Form 1040A is limited 
to wage earners. It is the simplest 
form of return because the computa- 
tion, at the taxpayer’s option, can be 
left to the district director. It does 
not always result in the minimum 
tax. Consequently, to be certain of 
paying only the minimum tax, one 
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must determine the amount payable 
if Form 1040 is used and the amount 
payable if Form 1040A is used and file 
the form resulting in the lesser tax. 


TOTAL OTHER DEDUCTIONS... 


: 


STATE TOTALS (Enter Here 


Itemized Deductions 


To establish if the total deductions 
are in excess of the standard deduc- 
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Figure 3 
INCOME AND EXPENSE - YEAR 


Address: 


EMPLO 
Name and Address 


8. S. No. 


gocupanion on services renene> J | {| 


INCOME: 
Wages - Fees 


Commissions 
Reimbursed Expenses 


Share of Partnership Tax Income 


GROSS INCOME: 


Less: DEDUCTIBLE EXPENSES: 
Automobile Expenses 
Auto Exp. (Mileage Basis 
Miles @ per Mile 
Other Transportation Expense 
Meals and Lodgings: 
Home Overnight 
Other Expenses: 
Advertising 


Secretarial Service 


Away from 


Telephone 


Office Supp., Printing, Postage 


Entertainment Expenses 
(for business purposes) 


TOTAL DEDUCTIBLE EXPENSES: 


ADJUSTED GROSS INCOME: 


tion, it is necessary to itemize deduc- 
tions on page 2 of Form 1040. The 
inadequacy of space allotted in a great 
many instances necessitates employ- 
ing the use of additional sheets. 


The medical and dental expenses 
definitely require an itemized list to 
be submitted. A form has been de- 
vised (see Figures 1 and 2). These 
are primarily intended as “take-off” 
sheets on which reminders have been 
entered in the first column under each 
expense classification. Appropriate 
columns to the right provide for en- 
tering of information applying to fed- 
eral Form 1040 and to state tax return 
information. 
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Provision has been made on Figure 
2 for combining the detail and figur- 
ing of the medical and dental expenses 
as required in the Form 1040. If 
neatly prepared, Figures 1 and 2 may 
be substituted for the upper section 
of page 2 of Form 1040 and attached 
to the return. 


The “state” portion or column in 
Figures 1 and 2 must of necessity be 
recomputed on the respective state 
forms inasmuch as any number of 
states provide for “allowable amounts” 
computed on a progressive stage from 
the balance of the preceding item of 
deduction by which the adjusted gross 
income is reduced to net taxable 
income. 
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Blank spaces have been provided in 
Figures 1 and 2 for the insertion of 
any additional expense items not al- 
ready captioned or entered. Listings 
not applying to the individual tax- 
payer should be ignored by the ac- 
countant or lawyer in the preparation 
of this schedule. The information de- 
tailed in the first column precludes 
the possibility of overlooking deduc- 
tions affecting 90 per cent or more 
of all taxpayers filing on Form 1040. 
It, therefore, serves as a checklist in 
refreshing the memories of both tax- 
payers and persons preparing the 
returns. 


Combining Income and Expenses 

The combining of incomes and ex- 
penses of individuals with two or 
more incomes, to one or more of 
which deductible business expenses 
apply, has always presented a prob- 
lem to the accountant. 


A form has been devised to elim- 
inate the use of several schedules and, 
at the same time, provide for uniform- 


ity and consolidation of schedules 
(see Figure 3). It is hoped that this 
may eventually lead to standardiza- 
tion to overcome the present absence 
of printed schedules. 

The captions listed in the first col- 
umn of Figure 3 are offered as sug- 
gestions only. Space has been provided 
to the right of the descriptive column 
for income from four sources, con- 
sidered more than sufficient for the 
purpose intended. The “total” column 
at the extreme right summarizes in- 
come and expenses and provides a 
proof total arriving at adjusted gross 
income. 

The adjusted gross income is posted 
to Form 1040 on Line 5(a), page 1, 
and entered as “See schedule at- 
tached,” followed by (b) income tax 
withheld. The income tax withheld 
may be shown on Figure 3 in the 
“Name and Address” caption under 
each employer or source of income 
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and then summarized in the “Total” 
column or the information may be 
taken direct from supporting Forms 
W-2 received from employers and 
others for the year. 


Corporation Income Tax Returns 

Certain Schedules in Form 1120 
(Corporation Income Tax Return), 
notably Schedule M, are complicated 
to fill out and require. mathematical 
computations. These computations 
are, for the most part, interrelated. 
For that reason it’s easier if they are 
made in such a way that the interre- 
lations are apparent. A useful device 
for accomplishing this has been pro- 
vided in the form of “work sheets” 
(see Figures 4 and 5). 

Figures 4 and 5 are intended as aids 
in coilecting the essential information 
as to income and deductions. Figure 
4 is an income work sheet, and Figure 
5 a deductions work sheet. 

In Figure 4 (the income work 
sheet), all items of book income are 
listed in the “Total” column, and the 
amounts extended or distributed to 
other columns. Each of these other 
columns, except the last, corresponds 
with a particular item in the taxable 
income, computation on page 2 of the 
return. Items appearing in the last 
column are entered in Schedule M, 
page 4 of the return, as indicated. 

In Figure 5 (the deductions work 
sheet) the book expenditures and de- 
ductions are listed in the “Total” col- 
umn and extended or distributed to 
appropriate columns for entry in the 
taxable income computation or in 
Schedule M. 

Similar or comparable work sheets 
are recommended in each case before 
filling out these schedules on any 
Form 1041, some of which are com- 
plicated and involved. 


Information Returns 

Partnerships must file Form 1065, 
which is in the nature of an informa- 
tion return. 
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Fiduciaries are required to file 
Form 1041, which not only shows the 
tax payable by the fiduciary but the 
amount distributed or distributable to 
the beneficiiries and taxable to them. 


In addition to the regular income 
tax return, farmers are required to file 
Schedule F (Form 1040), which is in 
the nature of an information return 
and accompanies the regular income 
tax return. 


All of the above forms are filed 
with the district director. 


Time-saving work sheets may be 
included with a taxpayer’s return at 
the discretion of the individual or firm 
preparing the return. The practise of 
the writer in his dealings with the 
Internal Revenue Service is to coop- 
erate with this department to the fullest 
extent. The writer has supplemented 


returns submitted with schedules and 
work sheets completely filled in. They 
have been welcomed for their origi- 
nality and completeness of presenta- 
tion. There is no doubt but what 
similar actions by others will prove a 
great aid in establishing the confi- 
dence of the director in the tax returns 
processed. 


Everyone concerned wants the in- 
come tax return to be correct when 
filed. Taxpayers do not like to be in- 
convenienced and delayed by having 
to explain every little item to a rev- 
enue agent. It is, therefore, of the 
utmost importance that the final ac- 
counting is recorded on the books of 
the client and properly reflected on 
the income tax return and that the 
income tax return is substantiated by 
self-explanatory schedules and/or 
work sheets. [The End] 
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Continued from page 36 


It might be argued that the cor- 
poration can terminate the election 
retroactively if the tax situation 
changes during the year. This is true, 
but once the election has been ter- 
minated, the corporation must wait 
four full years before again coming 
within Subchapter S. The conserva- 
tism which guides the tax advised 
seems to dictate a wait-and-see atti- 
tude for the existing corporation. 


For the new business or the exist- 
ing partnership or proprietorship, 
there are some situations which would 
suggest a go-ahead signal for Sub- 
chapter S. Stock options and profit- 
sharing and pension plans are available 
to the small business corporation that 
are not available to the partnership 
or proprietorship, There is, of course, 
the limited-liability feature of the cor- 
porate form of doing business that is 
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not available to noncorporate busi- 
nesses. Section 706 closed the loop- 
hole which permitted the partners to 
defer income taxes by the proper 
selection of the fiscal year. Subchap- 
ter S has opened this loophole wide 
enough to pass a growing business 
through. 


Subchapter S is a very commend- 
able piece of legislation. It accom- 
plishes its purpose reasonably well 
and should be of great value to the 
business world. As is true of all tax 
legislation, there are problems and 
unintended benefits and dangers in- 
herent in the new sections. As time 
goes on, these will be spotlighted and 
clarified so that the small business 
corporation will be a well-respected 
member of the tax community. 


[The End] 
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What the Supreme Court Says 


About the Federal Tax Lien 
By HAROLD W. FELTON 


The position of the Supreme Court on the relative priority of the federal 

tax lien is described in this article. The article was the subject of 

an address delivered December 2, 1958, at a meeting of the Association of 
Commercial Finance Attorneys in New York City. ‘The author is 

special assistant to the IRS Regional Counsel in New York City. The views 
expressed are his own and should not be considered as being the opinion 
of the Treasury, the Internal Revenue Service or the Chief Counsel's Office. 


HE CHOICE of the subject of federal tax liens by your pro- 

gram committee shows that your association is alert to a branch 
of the law that today presents itself to the bar and to the courts 
as frequently as any tax question. The weekly advance sheets of the 
large tax services contain more and more court decisions on some 
phase of the effect of federal tax liens. A review of the cases decided 
by the Supreme Court of the United States will serve to bring into 
focus some of the realities concerning federal tax liens and lead to a 
better understanding of the problems created by the federal lien law. 

At the outset, it would be well to recall that we are not dealing 
with an ordinary creditor or even with an ordinary lien creditor, as 
those terms are commonly and generally understood. We are deal- 
ing with a sovereign. A few words of the Supreme Court may be 
helpful in establishing the essential basis for an understanding of 
the federal lien laws: 


“But taxes are the lifeblood of government, and their prompt 
and certain availability an impervious need. Time out of mind, there- 
fore, the sovereign has resorted to more drastic means of collection. 
The assessment is given the force of a judgment, and if the amount 
assessed is not paid when due, administrative officials may seize the 
debtor’s property to satisfy the debt.” * 

“The power of taxation has always been regarded as a necessary 
and indispensable incident of sovereignty. A- government that can- 
not, by self-administered methods, collect from its subjects the means 
necessary to support and maintain itself in the execution of its func- 
tions, is a government merely in name.” ? 


+ Bull v. U. S., 35-1 uste § 9346, 295 U. S. 247, 79 L. Ed. 1421, 55 S. Ct. 695 
(1935). 
*U. S. v, Snyder, 149 U. S, 210, 37 L. Ed. 705, 13 S. Ct. 846 (1893). 
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There are several kinds of federal 
tax liens. They are: 


(1) A lien for the tax on distilled 
spirits —This is a first lien upon the 
spirits distilled, the distillery, the stills, 
fixtures, vessels and tools, the lot or 
tract of land upon which the distillery 
is situated and any buildings thereon. 
This lien dates from the time the 
spirits are in existence until the tax 
is paid. 

(2) The ten-year estate tax lien, im- 
posed by 1954 Code Section 6324(a), 
which is on the gross estate of the dece- 
dent.—This lien affects all property 
comprising the gross estate of the 
decedent as defined by the applicable 
statute. 


(3). The ten-year gift tax lien upon 
all gifts made during the year for which 
the tax is imposed.—This lien is created 
by Section 6324(b) of the 1954 Code 
and attaches to all the property com- 
prising the gift in the hands of the 
donee. 


(4) The general tax lien —This lien 
secures all federal taxes which are 
assessed. It is this lien which is of 
the widest interest and the one to 
which attention will be directed in 
this discussion. 


The general federal tax lien is im- 
posed by 1954 Code Section 6321 (1939 
Code Section 3670) in these brief 
words: 


“If any person liable to pay any tax 
neglects or refuses to pay the same 
after demand, the amount (including 
any interest, additional amount, ad- 
dition to tax, or assessable penalty, 
together with any costs that may ac- 
crue in addition thereto) shall be a lien 
in favor of the United States upon all 
property and rights to property, whether 

* Derivation: 1939 Code Sec. 3670 was 
derived from R. S. Sec. 3186(a), as amended 


by Acts March 1, 1879, Ch. 125, Sec. 3, 
20 Stat. 331; March 4, 1913, Ch. 166, 37 
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real or personal, belonging to such 
person.” 


The next section, Section 6322 (1939 
Code Section 3671), equally brief, de- 
scribes when the lien arises and the 
period of its effectiveness : 


“Unless another date is specifically 
fixed by law, the lien imposed by sec- 
tion 6321 shall arise at the time the 
assessment is made and shall continue 
until the liability for the amount so 
assessed is satisfied or become unen- 
forceable by reason of lapse of time.” 


These two sections of law have been 
in existence in substantially their pres- 
ent form since 1879.5 Under the pres- 
ent Section 6322, the lien arises at the 
time the assessment is made. This is 
an administrative act performed by the 
district director of internal revenue. 
Prior to the effective date of the 1954 
Code, the lien arose, pursuant to Sec- 
tion 3671 of the 1939 Code, at the time 
when the assessment list was received 
by the collector of internal revenue. 
Federal taxes may be collected by suit 
in a judicial proceeding, pursuant to 
1954 Code Section 7401 or 7404, and 
by foreclosure, pursuant to Section 
7403, utilizing, in proper cases, a re- 
ceiver. They may also be collected 
by levy, pursuant to Section 6331. 
This procedure is simple and direct 
and is administrative in nature, being 
effected without resort to court pro- 
ceedings. The term “levy” includes 
the power of distraint and seizure by 
any means and the sale of such prop- 
erty or rights to property, whether 
real or personal, tangible or intangible. 


Under Section 6332, when the tax- 
payer’s property is in the hands of 
a third person, the levy is effected 
by the service of a levy document on 
such third person, and a penalty is 
provided in the event such third per- 
Stat. 1016; February 26, 1925, Ch. 344, 43 


Stat. 994; May 29, 1928, Ch. 852, Sec. 613, 
45 Stat. 875. 
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Round numbers are always 
false.—Samuel Johnson. 


son does not turn over the property 
or rights to property which he may 
possess in a sum equal to the value 
of the property or rights not so sur- 
rendered, but not exceeding the amouut 
of the taxes for the collection of which 
such levy has been made, together 
with costs and interest on such sum 
at the rate of 6 per cent per annum 
from the date of such levy. 


One of the earliest statutes enacted 
by Congress for the protection of the 
revenue of the United States is Sec- 
tion 3466 of the Revised Statutes (31 
U. S. Code 191). This section, which 
has remained substantially unchanged 
since 1797, is as follows: 


“Whenever any person indebted to 
the United States is insolvent, or 
whenever the estate of any deceased 
debtor, in the hands of the executors 
or administrators, is insufficient to 


pay all the debts due from the de- 
ceased, the debts due to the United 


States shall be first satisfied; and 
the priority established shall extend 
as well to cases in which a debtor, 
not having sufficient property to pay 
all his debts, makes a voluntary as- 
signment thereof, or in which the 
estate and effects of an absconding, 
concealed, or absent debtor are at- 
tached by process of law, as to cases 
in which an act of bankruptcy is com- 
mitted.” * 


While this is not a lien statute, it 
needs to be considered, as will be de- 
veloped hereinafter, in a discussion 
of federal tax liens. 


The reach of the federal lien stat- 
utes, as they existed prior to 1913, is 
shown in two cases. In U. S. v. Sny- 


*Derived from Act of March 3, 1797, 
Ch. 20, Sec. 5, 1 Stat. 515; Act of March 
2, 1799, Ch, 22, Sec. 65, 1 Stat. 676. 
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der,® real estate in Louisiana was sold 
after a tax was assessed against its 
owner. In an action by the United 
States to foreclose its lien that was 
brought after the sale of the property, 
the purchaser of the real estate con- 
tended that the federal tax lien was 
ineffective because it was not recorded 
as required by the law of Louisiana. 
The single question presented to the 
Supreme Court was whether the tax 
system of the United States is sub- 
ject to the recording laws of the states. 
The Court held that it was not, saying: 


“If the United States, proceeding in 
one of their own courts, in the collec- 
tion of a tax admitted to be legitimate, 
can be thwarted by the plea of a state 
statute prescribing that such a tax 
must be assessed and recorded under 
state regulation, and limiting the time 
within such tax shall be a lien, it would 
follow that the potential existence of 
the government of the United States 
is at the mercy of state legislation. 


“Moreover, it scarcely seems neces- 
sary to look beyond the constitution 
itself for a decisive reply to the ques- 
tion we are now considering. The 
eighth section of the first article de- 
clares that ‘the congress shall have 
power to lay and collect taxes, duties, 
imposts, and excises, * * * but all 
duties, imposts, and excises shall be 
uniform throughout the United States.’ 
The power to impose and collect the 
public burdens is here given in terms 
as absolute as the language affords. 
The provision exacting uniformity 
throughout the United States itself 
imports a system of assessment and 
collection under the ex~lusive control 
of the general government; and both 
the grant of the power, and its limita- 
tion, are wholly inconsistent with the 
proposition that the states can, by 
legislation, interfere with the assess- 


® Cited at footnote 2. 








ment of federal taxes, or set up a limi- 
tation of time within which they must 
be collected. 


se 


. the tax system of the United 
States is regulated by the federal stat- 
utes and practice, and are not con- 
trolled by state enactments.” 


The next occasion upon which the 
Supreme Court considered the lien 
statutes was in Blacklock v. U. S® 
There, the real estate in question was 
conveyed by deed of trust to secure 
an indebtedness when there was a 
federal tax lien in being. The Court 
held that the federal tax lien is not 
subject to state recording laws, the 
lien was enforceable against a subse- 
quent encumbrancer without notice, 
the lien is a statutory lien of the 
sovereign and there was no basis for 
application of the equitable doctrine 
of a bona fide purchaser. It con- 
cluded that the government had the 
right by distraint to sell such interest 
in the lands as the-delinquent distiller 
owned at the time the lien attached, 
and that neither the taxpayer nor 
anyone asserting rights under the 
deed of trust had any ground of ac- 
tion against the government. 


In 1913, a change was made in the 
federal tax laws and a new provision 
was added which left the two exist- 
ing sections unchanged, but provided 
that such lien should not be valid 
against any mortgagee, purchaser or 
judgment creditor until notice thereof 
had been filed in a properly desig- 
nated public office. 


In 1939, pledgees were added to the 
classes which were protected by Sec- 
tion 3672, so that the lien was invalid 
as to them unless notice thereof was 
filed. In the same year, securities, 
to a certain extent, were removed 
from the reach of the lien. It was 


*208 U. S. 75, 52 L. Ed. 396, 28 S. Ct. 228 
(1908). 
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provided that although notice of lien 
is filed, the lien shall not be valid 
with respect to a security as against 
any mortgagee, pledgee or purchaser 
of such security without notice or 
knowledge of the existence of such 
lien. In general, a security, within 
the meaning of this provision, con- 
sists of stocks, bonds, negotiable in- 
struments or money. 


The length of the reach and the 
force of the grasp of Congressional 
enactments relating to tax liens is evi- 
dent from two cases which were de- 
cided by the Supreme Court in 1943. 
In the case of Detroit Bank v. U. S.,’ 
the estate tax lien was involved. The 
real estate held by the decedent and 
his wife as tenants by the entirety 
passed to the widow not as a part of 
his estate, but by her right of survi- 
vorship. The interest of the decedent 
in such property was includable in 
his gross estate under the law. The 
estate tax under the applicable law, 
Section 315(a) of the Revenue Act 
of 1926, was “a lien for ten years upon 
the gross estate of the decedent . . . .” 


Prior to the assessment of the fed- 
eral estate tax, the widow had mort- 
gaged the real estate that had not 
been included in the estate in comput- 
ing the tax, and the bank bought in 
the mortgaged property on foreclosure 
sale. A deficiency in the estate tax 
was assessed, because of failure to in- 
clude the value of the estate by the 
entirety in the computation of the tax. 
The deficiency was sustained by the 
Board of Tax Appeals. 


In a proceeding brought by the gov- 
ernment to enforce the lien, it was 
held by the lower courts that the fed- 
eral tax lien, although unrecorded, 
was superior to the mortgage lien and 
the local tax liens which had accrued 
after the death of the decedent. 


* 43-1 uste J 9224, 317 U. S, 329, 87 L. Ed. 
304, 63S. Ct. 297. 
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To tax and to please, 

no more than to love and 

to be wise, is not 

given to men.—Edmund Burke. 


The Supreme Court affirmed, stat- 
ing: “The lien attaches at the date 
of the decedent’s death, since the gross 
estate is determined as of that date 
and the estate tax itself becomes an 
obligation of the estate at that time 
without assessment.” 


It had been argued that the mort- 
gagee was protected as no notice of the 
estate tax lien was filed in the desig- 
nated local office, as required by 
Revised Statute Section 3186, the 
predecessor of 1939 Code Section 3672 
and 1954 Code Section 6323. The 
Supreme Court held that the Congres- 
sional enactment did not provide for 
filing of a notice of estate tax lien 
which came into being upon the dece- 
dent’s death, and cited the Snyder 
case, above, as authority for the propo- 
sition that in the absence of a federal 
statute requiring the estate tax liens 
to be recorded, they are superior to 
subsequent mortgages even though 
there is no filing or recordation of a 
notice of the estate tax lien. 


The second case was Michigan v. 
U. S.,8 which concerned the same prop- 
erty involved in the Detroit Bank case, 
but related to the question of priority 
of city, county and state taxes on the 
real estate accruing subsequent to the 
federal tax lien. 


It was argued that the state stat- 
utes declared the local taxes to be 
liens on real property and the local 
taxes were a “first lien, prior, supe- 
rior and paramount,” since no notice 
of the federal estate tax lien was filed. 

The words of the Court in answer 
to this argument clearly present the 


*317 U. S. 338, 87 L, Ed. 312, 63 S. Ct. 
302 (1943). 
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essentials and the conclusions perti- 
nent to the lien question raised: 


“We do not stop to inquire whether 
this construction of the state statutes 
is the correct one for we think the 
argument ignores the effect of a lien 
for federal taxes under the supremacy 
clause of the Constitution. The estab- 
lishment of a tax lien by Congress is 
an exercise of its constitutional power 
‘To lay and collect Taxes.’ Article 
I, §8 of the Constitution. United 
States v. Snyder, 149 U. S. 210, 13 
S. Ct. 846, 37 L. Ed. 705. And laws 
of Congress enacted pursuant to the 
Constitution are by Article VI of the 
Constitution declared to be ‘the su- 
preme Law of the Land; and the 
Judges in every State shall be bound 
thereby, any Thing in the Constitu- 
tion or Laws of any State to the Con- 
trary notwithstanding.’ 


see 


It is of the very nature and es- 
sence of a lien, that no matter into 
whose hands the property goes, it 
passes cum onere.’ Burton v. Smith, 
13 Pet. 464, 483, 10 L. Ed. 248, 257; 
Rankin v. Scott, 12 Wheat, 177, 179, 
6 L. Ed. 592; Howard v. Milwaukee 
& St. P. Railway Co., 101 U. S. 837, 
845, 25 L. Ed. 1081. Hence it is not 
debatable that a tax lien imposed by 
a law of Congress, as we have held 
the present lien is imposed, cannot, 
without the consent of Congress, be 
displaced by later liens imposed by 
authority of any state law or judicial 
decision. United States v. Snyder, 


” 


supra.... 


The Court pointed to Revised Stat- 
utes Section 3466 and cited some of 
its numerous prior holdings under 
that statute to the effect that the pri- 
ority there commanded could not be 
set aside by state legislation. 


An important problem was resolved 
by the Supreme Court in the case of 








Glass City Bank v. U. S.® In that 
case, it was held that a federal tax 
lien applies to property owned by a 
delinquent taxpayer at any time dur- 
ing the life of the lien and is not 
limited to the property the taxpayer 
may have owned at the time the lien 
arose. That is, it reaches after-acquired 
property. In so holding, the Court said: 


e 


‘ Congress impressed a lien 
upon ‘all property and rights to prop- 
erty, whether real or personal, belong- 
ing’ to a tax delinquent. Stronger 
language could hardly have been se- 
lected to reveal a purpose to assure 
the collection of taxes.” . 


The case involved a dispute over 
money owed as compensation for serv- 
ices rendered by the taxpayer. The 
money was claimed by a judgment 
creditor under an attachment served 
on the trustee. The assessment lists 
had been received and notice of tax 
lien filed prior to the attachment. It 
was argued that Pennsylvania law 
does not treat “future earning capac- 
ity” as property or rights to property 
subject to the lien. The Court re- 
peated the position which it had taken 
in the Snyder case many years before 
and said: “ . Congressional mean- 
ing is not to be determined by resort- 
ing to the local law of Pennsylvania.” 


In 1950, the case of U. S. v. Security 
Trust & Savings Bank of San Diego 
was decided. In that case, real estate 
in California had been attached by a 
creaitor of the taxpayer and judgment 
thereafter obtained and recorded. In 
the meantime, however, the United 
States had filed notices of federal tax 
lien upon assessments that were re- 
ceived after the attachment. That is 
to say, the federal tax lien arose after 
attachment. The state law provided 
that the lien of an attachment on real 


*45-2 ustc J 9449, 326 U. S. 265, 90 L. 
Ed. 56, 66 S. Ct. 108, aff’g 45-1 ustc { 9157, 
146 F. 2d 831 (CA-3), aff’g 441 vustc 
49173, 54 F. Supp. 11 (DC Pa.). 
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property attached and became effective 
upon the recording of a copy of the 
writ, together with a description of the 
property attached. The Supreme Court 
held that the tax liens of the United 
States were superior to the inchoate 
attachment lien and reversed the judg- 
ment. In reaching this conclusion, 
the Court drew on a reservoir of recog- 
nized and fully established federal law 
relating to liens that had been steadily 
and consistently developed over a 
period of a century and a half. The 
government had argued that: 

“The Federal Tax Lien Statute was 
designed to supplement, and serves 
purposes comparable to Rev. Stat. 
Sec. 3466, 31 USC Sec. 191, providing 
for the priority of debts due the 
United States where a debtor is in- 
solvent, and the tax lien should at- 
tach to the same property interests 
belonging to a tax delinquent as are 
reached by that statute.” 

The Supreme Court accepted the 
argument, stating: 

“In cases involving a kindred mat- 
ter, i. e., the federal priority under 
Rev. Stat. § 3466, it has never been 
held sufficient to defeat the federal 
priority merely to show a lien effec- 
tive to protect the lienor against others 
than the Government, but contingent 
upon taking subsequent steps for en- 
forcing it. People of State of Illinois 
ex rel. Gordon v. Campbell, supra, 329 
U. S. 374, 67 S. Ct. 347. If the pur- 
pose of the federal tax lien statute to 
insure prompt and certain collection 
of taxes due the United States from 
tax delinquents is to be fulfilled, a 
similar rule must prevail here. Ac- 
cordingly, we hold that the tax liens 
of the United States are superior to 
the inchoates attachment lien... .” 

Mr. Justice Jackson, in a concurring 
opinion agreed ; and added: ‘ . The 


* 50-2 ustc {| 9492, 340 U. S. 47, 95 L. Ed. 
53, 71 S. Ct. 111, rev’g 49-2 uste ¥ 9442, 
93 Cal. App. 2d 608, 209 P. 2d 657. 
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Unnecessary taxation is unjust 
taxation.—Abram 5. Hewitt, 
Democratic Platform, 1884. 


history of this tax lien statute indi- 
cates that only a judgment creditor in 
the conventional sense is protected.” 


He traced the history of the lien 
statutes and their amendments, par- 
ticularly to the section known as Sec- 
tion 3672 of the 1939 Code and said: 
“My conclusion from this history is 
that the statute excludes from the pro- 
visions of this secret lien those types 
of interests which it specifically in- 
cluded in the statute and no others.” 


The fact that the majority of the 
Court should look, as it did, to cases 
involving a “kindred matter” appears 
to be quite natural and proper. 


Section 3466 of the Revised Stat- 
utes had stood as a monument for over 
a century and a half. It gave the 
United States a priority in the pay- 
ment of debts due it in the case of 
insolvent persons indebted to the 
United States ; decedents’ estates with 
assets insufficient to pay the debts of 
the deceased ; voluntary assignments ; 
absconding, concealed or absent debt- 
ors; and in cases in which an act of 
bankruptcy is committed. 


This existing, recognized body of 
law which had developed in respect 
of Section 3466 was utilized by the 
Court in resolving the lien case before 
it. In the lien cases, as in the priority 
cases under Section 3466, the debtor’s 
financial condition ordinarily, almost 
inevitably and necessarily, is such 
that the creditors find themselves in 
conflict, contending over the last in- 
sufficient asset, even though there may 
have been no formal finding of insol- 
vency, no decedent’s estate, no volun- 
tary assignment and, perhaps, no act 
of bankruptcy. 


*Act of July 31, 1789, Ch. 5, Sec. 21; 
Stat. 42. 
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This provision, as has been indi- 
cated, dates from 1797 in substantially 
its present form, but its genesis dates 
back to July 31, 1789,% and bears a 
date within four months after the first 
Congress began its sessions on April 
6. It bears a date three months after 
Washington was inaugurated on April 
30 and prior to the date the Supreme 
Court was created by the Federal 
Judiciary Act of September 24. 


It will be recalled that some of the 
revolutionary enthusiasm was engen- 
dered over the always troublesome 
question of taxation and collection of 
revenues. It may not be so readily 
recalled that this consistent and un- 
changed principle in our form of gov- 
ernment was born just prior to the 
“Whiskey Insurrection,” in which 
some free men expressed objection 
to tax collection by the new, young 
government, and which resulted in 
enforced compliance by the new gov- 
ernment in one of its first assertions 
of sovereignty. 


There is probably no reason why 
the attitudes of the insurrectionists 
should be recalled now, but their idea 
of revenue officers may be of at least 


slight interest. A resolution adopted 
at a meeting at Red Stone Old Fort 
on July 27, 1791, was as follows: 


“Whereas, some men may be found 
among us so far lost to every sense 
of virtue and feeling for the distresses 
of this country as to accept offices for 
the collection of the duty. 


“Resolved, therefore, that in the 
future we will consider such persons 
as unworthy of our friendship; have 
no intercourse or dealings with them; 
withdraw from them every assistance, 
and withhold all the comforts of life 
which depend upon those duties that 
as men and fellow citizens we owe to 
each other; and that it be, and it is 





hereby, most earnestly recommended 
to the people at large, to follow the 
same line of conduct towards them.” 


Section 3466 of the Revised Stat- 
utes appears to have been no more 
than a reflection of the status of debts 
due the sovereign under common law. 
The common law as well as the fed- 
eral priority statute have been said to 
have a reference mainly to the public 
good: 


“The right of priority of payment 
of debts due to the government is a 
prerogative of the crown well krown 
to the common law. It1s founded not 
so much upon any persoual advantage 
tc the sovereign as upon motives of 
public policy, in order to secure an 
adequate revenue to sustain the public 
burdens and discharge the public 
debts. The claim of the United States, 
however, does not stand upon any 
sovereign prerogatives, but is exclu- 
sively founded upon the actual provi- 
sions of their own statutes. The same 
policy which governed in the case of 
the royal prerogative may be clearly 
traced to these statutes, and as that 
policy has mainly a reference to the 
public good, there is no reason for 
giving to them a strict and narrow 
interpretation. Like all other statutes 
of this nature, they ought to receive 
a fair and reasonable interpretation, 
according to the just import of their 
terms.” ** 


It would indeed have been a strange 
result if a mere debt due the United 
States under Revised Statutes Section 
3466 should enjoy a position and a 
priority superior in quality and char- 
acter to, and more effective than, the 
more formal tax obligation denomi- 
nated as a lien by Section 6321. 


* John Austin Stevens, Albert Gallatin (2d 
, Boston, 1898), pp. 52-53. 
*U. S. v. The State Bank of North Caro- 
lina, 31 U. S. (6 Pet.) 29, 35, 8 L. Ed. 308. 
* Thelusson v. Smith, 15 U. S. (2 Wheat.) 
396, 4 L. Ed. 271 (1817). 
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In the light of the constitutional 
provisions requiring uniformity in the 
levy and collection of federal taxes 
and in the light of the basic Congres- 
sional principle of uniformity in its 
tax scheme, it would seem necessary 
for the Court to reject the notion that 
the relative priority of liens under 
state laws contending with the fed- 
eral tax lien should be determined on 
the basis of the manifold and manifest 
vagaries of the laws of the several 
states and territories. 


A brief consideration of cases de- 
cided under Revised Statutes Section 
3466 may be he!piul at this point. The 
Supreme Court has cousistently held 
that inchoate liens, liens that were not 
specific and perfected, did not prevail 
over obligations to the government in 
a priority contest. In one of the old 
and still often quoted cases, a judg- 
ment was held to be in an inferior 
position because the judgment creditor 
had not seized the property under 
fiari facias.™* 


Where a state law provided that a 
personal property tax was a lien on 
all the real and personal property of 
the taxpayer if the taxpayer no longer 
possessed the personal property on 
which the tax was assessed, and pre- 
scribed procedure for enforcing the 
lien, the Supreme Court held the lien 
was inchoate until this procedure had 
been followed.*® 


The United States was given prior- 
ity over the State of New York claim- 
ing a lien for franchise taxes which 


were a lien under state law.'® Sucha 
lien was held not to be specific or 
perfected, because the liability was 
unliquidated and unknown; the state 
might omit to ascertain the debt; and 


* County of Spokane v. U. S., 1 uste ¥ 387, 
279 U. S. 80, 73, L. Ed. 621, 49 S. Ct. 321 
(1929). 

* New York v. Maclay, 288 U. S. 290, 77 L. 
Ed. 754, 53 S. Ct. 323 (1933). 
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Though the people support the govern- 
ment the government should not support 
the people.—Grover Cleveland. 


the doctrine of relation back would 
not divest the United States of the 
priority which became fully effective 
when the receivers were appointed. 
The Court cited Thelusson v. Smith, 
saying: 


“The ruling there was that the gen- 
eral lien of a judgment upon the lands 
of an insolvent debtor is subordinate 
to the preference established by the 


statute, unless seizure by a marshal or. 


some other equivalent act has made 
the lien specific and brought about a 
change of title or possession.” 


The priority prevailed over a state 
gasoline tax lien which by state law 
was declared to be a first and pre- 
ferred lien against all of the property 
used in the taxpayer’s business. The 
Supreme Court held that the state 
lien was neither specific nor constant ; 
the claim was uncertain as the audit 
might be incorrect, and the final amount 
was left for determination by the 
courts."? 


The priority defeated a landlord’s 
lien, although the state court held the 
landlord’s right constituted a fixed 
and specific lien because “the tenant 
was divested of neither title nor pos- 
session by the silent existence of the 
landlord’s statutory lien on the date 
of the assignment. Only after the lien 
was actually asserted and an attach- 
ment or a distraint levied, enabling 
the landlord to satisfy his claim out of 
the seized goods, could it be argued 
that such goods severed themselves 
from the general and free assets of 
the tenant from which the claims of 





"U.S. v. Texas, 314 U. S. 480, 86 L. Ed. 
356, 62 S. Ct. 350 (1941). 


*U. S. v. Waddill, Holland & Flinn, Inc., 
45-1 ustc § 9126, 323 U. S. 353, 89 L. Ed. 


294, 65 S. Ct. 304. 
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the United States were entitled to 
priority of payment.” ** 


In U. S. v. Gilbert Associates,” one 
of the rules enunciated in the Security 
Trust & Savings Bank case was ap- 
plied, namely, that “judgment credi- 
tor” in 1939 Code Section 3672 is 
used in the “usual, conventional sense 
of a judgment of a court of record.” 


In Gilbert Associates, the lien of the 
Town of Walpole, New Hampshire, 
grew out of an ad valorem tax on 
certain machinery. {n point of time, 
the local tax assessments were prior, 
and the New Hampshire law provided 
that such assessments were “in the 
nature of a judgment.” On this basis, 
the town contended that it was a 
judgment creditor within the meaning 
of Section 3672 and that the govern- 
ment’s lien was not valid against that 
of the town, as the notice of federal 
tax lien was not filed until after the 
local tax lien arose. 


The Supreme Court pointed out 
that the State of New Hampshire 
was free to give its own interpretation 
for the purpose of its own internal 
administration, but “the meaning of a 
Federal statute is for this Court to 
decide.” It pointed out also that: 


“A cardinal principle of Congress 
in its tax scheme is uniformity, as far 
as may be. Therefore, a ‘judgment 
creditor’ should have the same appli- 
cation in all the states. In this in- 
stance, we think Congress used the 
words ‘judgment creditor’ in § 3672 
in the usual, conventional sense of a 
judgment of a court of record, since 
all states have such courts. We do 
not think Congress had in mind the 
action of taxing authorities who may 
be acting judicially as in New Hamp- 
shire and some other states, where 

* 53-1 ustc 9291, 345 U. S. 361, 97 L. 


Ed. 1071, 73 S. Ct. 701, rev’g 55-2 uste 
{ 9473, 97 N. H. 411, 90 A. 2d 499. 





the end result is something ‘in the 
nature of a judgment’, while in other 
states the taxing authorities act quasi- 
judicially and are considered admin- 
istrative bodies.” 


The Court went on to give expres- 
sion to the historical principles estab- 
lished under Revised Statutes Section 
3466 and asserted that the lien of the 
town was not specific in that: 


“In claims of this type ‘specificity’ 
requires that the lien be attached to 
certain property by reducing it to 
possession, on the theory that the 
United States has no claim against 
the property no longer in the posses- 
sion of the debtor.” 


It emphasized that: “The taxpayer 
had not been divested by the Town 
of either title or possession. The 
Town, therefore, had only a general, 
unperfected lien.” 


These propositions were based on 
the authority of Thelusson v. Smith 
and succeeding cases decided under 
Revised Statutes Section 3466. 


U. S. v. Carroll Construction Com- 
pany *° is a case that reached the Su- 
preme Court for consideration under 
Section 3466. The decision of the 
Supreme Court of Washington” 
reveals that a notice of state tax lien 
was filed which set out, item by item, 
the particular articles of personal 
property against which the lien was 
claimed. Under state law, this lien 
was good in any county in the state 
to which the articles of personalty 
might be taken. Subsequently, the 
federal tax lien arose when the assess- 
ment list was received by the collector. 
Later, a receiver was appointed for 
the debtor company, which was insol- 
vent. The Washington Supreme Court 
held that such a state lien was specific, 


53-2 ustc 79611, 346 U. S. 802, 98 
L. Ed. 333, 74 S. Ct. 22, vacat’g and rem’g 
53-1 ustc 9 9176, 41 Wash. 2d 317, 249 P. 
2d 234. 

* Cited at footnote 17. 
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perfected and prior to the tax debt 
due the United States. The Supreme 
Court of the United States, in a per 
curiam decision, remanded the case for 
consideration in the light of U. S. v. 
Gilbert Associates. The conclusion ap- 
pears to be justified that the Court 
considered the state lien inchoate be- 
cause it lacked specificity in the fed- 
eral sense, which requires that the 
lien be attached to certain property by 
reducing it to possession and that as 
the “taxpayer had not been divested 
. of either title or possession” the 
local taxing authority “had only a 
general, unperfected lien.” ** 


U. S. v. City of New Britain ** pre- 
sents the rare instance of specific and 
perfected local liens. The liens in- 
volved were for delinquent real estate 
taxes and water rents and it should 
be observed that the property involved 
was the specific real estate to which such 
liens attached. 


A fund was created by a judgment 
sale in a mortgage foreclosure pro- 
ceeding. A prior judgment was of 
record. The federal tax liens, the 
real estate tax liens, and the water 
rent liens arose from time to time 
at various dates over a period of sev- 
eral years. 


Connecticut law, where the case 
arose, provided that real estate tax 
liens should take preference over all 
transfers and encumbrances affecting 
the property subject to the lien. The 
water rents, by state law, were given 
“precedence over all other liens or en- 
cumbrances except taxes.” The local 
courts agreed that the local liens were 
specific and perfected and that as the 
funds were not available to pay all 
claims in full, the city’s liens, the 


mortgages, the judgment lien and the 


*Case cited at footnote 16. 

* 54-1 ustc J 9191, 347 U. S. 81, 98 L. Ed. 
520, 74 S. Ct. 367, vacat’g and rem’g 53-1 
ustc § 9272, 139 Conn. 363, 94 A. 2d 11. 
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United States’ lien be paid in that 
order. 


The Supreme Court held, on the 
basis of the rules established in the 
cases under Section 3466 and the Se- 
curity Trust & Savings Bank case, that 
the characterization of the local tax 
liens as specific and perfected is not 
conclusive on the federal government, 
but it accepted “the holding as to the 
specificity of the City’s liens since 
they attached to specific pieces of real 
property for the taxes assessed and 
the water rent due,” and added that 
“the liens may also be perfected in 
the sense that there is nothing more 
to be done to have a choate lien— 
when the identity of the lienor, the 
property subject to the lien and the 
amount of the lien are established.” 
As between these liens and the federal 
tax liens, it announced the legal prin- 
ciple “the first in time is the first in 
right.” 


This is the first occasion on which 
the Supreme Court concluded that 
local tax liens were specific and per- 
fected and applied to such liens the 
doctrine “first in time first in right.” 
In comparing this case with other 
cases involving tax liens and priorities, 
it may be of some importance to 
observe that the Supreme Court noted 
these liens were on specific realty 
and that the United States was “free 
to pursue the whole of the debtor’s 
property wherever situated. The State, 
having a lien only upon property within 
its boundaries, may not reach beyond 
the state line to fasten its lien upon 
other property.” The contingency or 
possibility of removal of personalty 
from the state may, to some extent, 
result in a conclusion of lack of spe- 


*55-1 ustc J 9138, 348 U. S. 211, 99 L. Ed. 
264, 75 S. Ct. 239, rev’g 54-1 ustc 7 9225, 
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cificity, lack of perfection and in- 
choateness, whereas, obviously, real 
estate cannot be removed and real 
estate taxes are definitely fixed as to 
amount, and the identity of the lienor 
is established, as is the property sub- 
ject to the lien. 


On January 10, 1955, the Supreme 
Court decided three cases involving 
federal tax liens. The first case was 
U. S. v. Acri.* It arose in Ohio and 
involved a question of the relative 
priority between an attachment lien 
and a federal tax lien. Bonds and 
cash had been attached and judgment 
was subsequently obtained. In the 
meantime, however, the federal tax 
lien arose when assessment lists were 
received by the collector of internal 
revenue. Demand for the taxes was 
made and notice of tax lien was filed 
before the judgment was entered. 


The Ohio courts had held an at- 
tachment to be an “execution in ad- 
vance and a lien perfected as at the 
time of attachment.” It was argued 
that this circumstance should produce 
a different result from the Security 
Trust & Savings Bank case, where the 
California courts had held that an 
attachment lien was inchoate and a 
mere notice of a more perfect lien 
to come. The Supreme Court, how- 
ever, announced that “this distinction 
is immaterial for purposes of Federal 
law.” In explaining the inchoate na- 
ture of the attachment lien the Court 
said: 


“We hold here that the attachment 
lien in Ohio is for federal tax purposes 
an inchoate lien because, at the time 
the attachment issued, the fact and 
the amount of the lien were contin- 
gent upon the outcome of the suit 
for damages.” 


Once more, the Court drew upon the 
old principles established in the cases 
under Revised Statutes Section 3466 


209 F. 2d 258, aff’g 53-1 ustc $9104, 109 
F. Supp. 943. 


55 





that the relative priority of a federal 
tax lien is always a federal question 
to be determined finally by the fed- 
eral courts; and the state’s characteri- 
zation of its liens, while good for all 
state purposes, does not bind the fed- 
eral courts. 


The second case decided on Jan- 
uary 10, 1955, was U. S. v. Liverpool 
and London and Globe Insurance Com- 
pany, Ltd.*> The case arose in Texas 
and involved the question of priority 
of federal tax liens and a lien of gar- 
nishment. The subject of the liti- 
gation was a fund due under a fire 
insurance policy. A garnishment was 
served on the insurance company be- 
fore the federal tax lien arose and, 
of course, before notice of lien was 
filed and levy made on the insurance 
company. After the filing of the no- 
tice of lien, judgment was entered. 


The insurance company interpleaded 
the United States in the garnishment 
case, but the government was dismissed 
as a party defendant and commenced 
a foreclosure of lien action in the fed- 
eral court. The insurance company 
paid the money owed by it into the 
registry of the court and asked for 
$500 attorneys’ fees. 


The Court pointed out that the 
question of priorities was identical 
with the Acri case and the Security 
Trust & Savings Bank case and held 
the tax lien superior to that of the 
garnisher. 


It may be of more than theoretical 
interest to observe that the applica- 
tion for attorneys’ fees by the gar- 
nishee was denied, the Cc ‘rt saying: 


“If the garnishment lien is not prior 
to the Government liens, and we have 
held that it is not, certainly fees al- 
lowed in that proceeding are not prior 


to the Government liens, and the au- 
thorization of the payment of the at- 
torney’s fees prior to the Government 
liens was error.” 


The third case decided on January 
10, 1955, was U. S. v. Scovil,?® which 
involved the relative priority of a land- 
lord’s distress for rent under the laws 
of South Carolina and a federal tax 
lien. 


The landlord proceeded to distress 
for rent. A receiver was appointed 
the next day for the tenant. The 
receiver sold the assets and the fund 
in his possession was the subject of 
the litigation. The collector of in- 
ternal revenue had received the as- 
sessment lists prior to the distress 
and the appointment of the receiver, 
and filed a notice of tax lien thereafter. 


The Supreme Court of South Caro- 
lina held that the distress warrant 
was perfected prior to the appoint- 
ment of the receiver and was superior 
to the priority of the United States 
under Revised Statutes Section 3466. 


The Supreme Court of the United 
States did not decide the case on the 
basis of Section 3466, as it might 
have done, since a receiver had been 
appointed and had sold the taxpayer’s 
property. The case was decided under 
1939 Code Section 3672 and the Court 
held that the landlord had a lien other 
than a mortgage, pledge or judgment 
lien and that Section 3672 afforded no 
protection to liens other than those 
named in that section. Moreover, it 
observed, the landlord’s distress lien 
was not perfected in the federal sense. 
This lack of perfection was based on 
a provision of the South Carolina law 
to the effect that the tenant might put 
up a bond and free the property from 
the distress lien and thus reacquire 
any interest the landlord may have 





* 55-1 ustc J 9136, 348 U. S. 215, 99 L, Ed. 
268, 75 S. Ct. 247, rev’g 54-1 uste J 9132, 
209 F. 2d 684, aff’g 53-1 ustc 79121, 107 
F. Supp. 405 (DC Tex.). 
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"55-1 uste J 9137, 348 U. S. 218, 99 L. Ed. 
271, 75 S. Ct. 244, rev’g 53-2 ustc J 9605, 
224 S. C. 233, 78 S. E. 2d 277. 
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If we wait for needed tax reform 
until we believe we can afford 

a tax cut, our economy will have 
been denied vitally needed stimuli 
for growth.—Richard M. Nixon. 


had in the property and that, there- 
fore, the distress lien was only a 
caveat of a more perfect lien to come. 


In reaching these conclusions, the 
Court cited the old cases decided 
under Revised Statutes Section 3466 
and the more recent cases decided 
under the federal lien statutes. 


The landlord had argued also that 
he should be considered a purchaser 
and thus protected by Section 3672, 
but the Court rejected this argument, 
saying: “A purchaser within the 
meaning of § 3672 usually means one 
who acquires title for a valuable con- 
sideration in the manner of vendor 
and vendee.” 


The Supreme Court next considered 
the question of relative priority of 
federal liens and mechanics’ liens. 
Three cases were involved. The first 
was U. S. v. Colotta.*" A _ three-line 
per curiam decision granted certiorari 
and reversed the judgment of the 
Supreme Court of Mississippi. The 
decision of the Supreme Court of 
Mississippi ** reveals that the me- 
chanic’s lien arose prior to the fed- 
eral tax lien and that the Supreme 
Court of Mississippi held it was spe- 
cific, choate and perfected, rejecting 
the arguments that it was inchoate 
until perfected by judgment and was 
no more than a lis pendens that the 
right to perfect a lien existed. 


The second mechanic’s lien case 
was U. S. v. White Bear Brewing 
Company, Inc.2° In that case, the 


mechanic’s lienor in Illinois had com- 
pleted the work, recorded his notice 
of lien and filed his suit to foreclose 
his mechanic’s lien prior to the time 
an assessment list was received by 
the collector of internal revenue; that 
is, prior to the date the federal tax 
lien arose and, of course, prior to the 
time the notice of federal tax lien 
was filed. The property was sold on 
a decree of foreclosure and sale, and 
resold before the government filed 
its suit to foreclose its lien. The dis- 
trict court and the circuit court both 
found that the mechanic’s lien filed, 
in conformity with the state statutes, 
prior to the receipt of the assessment 
list by the collector had priority over 
the federal tax lien in the absence of 
a showing of insolvency. 


The Supreme Court disposed of the 
case in a two-line per curiam decision 
granting certiorari and reversing the 
circuit court judgment. In a dissent, 
two Justices insisted that the me- 
chanic’s lien was not “general and 
inchoate” but that it was “specific 
and choate,” because “the lienor had 
an immediate right to ‘enforce his 
lien’ against the property.” 


Giving expression to the law as 
established by the Court, the dissent- 
ing Justices further said: 


“The Court apparently holds that 
under 26 U. S. C. § 3670 a lien that is 
specific and choate under state law, 
no matter how diligently enforced, 
can never prevail against a subse- 
quent federal tax lien, short of re- 
ducing the lien to final judgment.” 


At this point, in a consideration 
of this case, it may be well to recall 
the decision in the case of Thelusson 
v. Smith,®° where a judgment creditor 
was denied priority under the pro- 
visions of Revised Statutes Section 





* 55-2 ustc { 9680, 350 U. S. 808, 100 L. 
Ed. 725, 76 S. Ct. 82, rev’g 55-2 uste J 9584, 
79 So. 2d 474 (S. Ct., Miss.). 

* Cited at footnote 27. 
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* 56-1 ustc § 9440, 350 U. S. 1010, 100 
L. Ed. 871, 76 S. Ct. 646, rev’g 55-2 ustc 
{ 9776, 227 F. 2d 359. 

*” Cited at footnote 14. 
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3466 because he had not reduced the 
property to possession, 


It may be well also to recall that 
the Security Trust case under 1939 
Code Section 3672 utilized for its reso- 
lution the principles established in 
the decisions under Revised Statutes 
Section 3466 which forbid priority to 
contending liens that are inchoate, 
not specific and not perfected. 


Again, on October 14, 1957, the 
Supreme Court in U. S. v. Vorreiter, 
considered a mechanic’s lien case,** 
this time arising in Colorado, which 
had been decided by the Colorado 
Supreme Court. The decision be- 
low * discloses the facts. The federal 
tax was assessed in Texas, the state 
of the taxpayer’s residence. Subse- 
quently, work and materials were 
supplied in connection with the im- 
provement of the taxpayer’s property 
in Colorado. The work was com- 
pleted and mechanics’ lien statements, 
under the state law, were filed prior 
to the time notice of the tax lien was 
filed in Colorado. 


At the trial of the suit to foreclose 
the mechanics’ liens, the question of 
the relative priority arose. The Colo- 
rado statute provided that the me- 
chanics’ liens related back to the time 
of the commencement of the work 
and were superior to all liens inter- 
vening as well as prior liens of which 
the lienor did not have notice. The 
Colorado court indicated that the 
Colorado mechanic’s lien law com- 
prised a part of the structure of the 
property law in the state and the 
mechanic’s lienor had a property in- 
terest in the taxpayer’s property ; that 
the government should not require a 
third party to pay the taxes of a tax- 
payer; that to give priority to the 


"57-2 ustc J 9956, 355 U. S, 15, 2 L. Ed. 
2d 23, 78 S. Ct. 19, rev’g 57-1 uste ¥ 9415, 
134 Colo. 543, 307 P. 2d 475. 

* Cited at footnote 31. 

* 58-2 ustc J 9926, — U. S. —, rev’g 58-2 
ustc J 9802 (S. Ct., Fla.). 
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United States would unjustly enrich 
the United States to the extent the 
value of the property was enhanced 
by the work performed and the ma- 
terial supplied. 


Again, a per curiam decision granted 
the writ of certiorari and reversed the 
judgment, citing the Security Trust & 
Savings Bank case. 


Still another mechanic’s lien case 
reached the Supreme Court and was 
decided on November 10, 1958. This 
case, U. S. v. Hulley,** was disposed 
of by a short per curiam decision, 
citing a number of the cases decided 
since 1950. 


It would seem that the saga of the 
relative priority of statutory liens and 
the federal tax lien might be draw- 
ing to a close. However, the case of 
U. S. v. R. F. Ball Construction Com- 
pany, Inc.** introduced a new element. 
That was the contractual lien. 


The question presented was whether 
an assignment by a subcontractor to 
his performance bond surety of all 
sums due or to become due for the 
performance of the subcontract, as 
security for any indebtedness, or lia- 
bility thereafter incurred by the sub- 
contractor to the surety, constituted 
the surety a “mortgagee” of those 
sums within the meaning of 1939 
Code Section 3672. 


The assignment was made on July 
21, 1951. On April 30, 1953, a sum 
became due under the subcontract, 
but was not paid because of outstand- 
ing claims of materialmen against the 
subcontractor. Thereafter, the federal | 
tax liens were filed. Still later, dur- 
ing the coexistent period of the bond 
and the assignment, the subcontractor 


incurred indebtedness independent of 


* 58-1 ustc J 9327, 355 U. S. 587, 78 S. Ct. 
442, rev’g 57-1 ustc 7 9269, 239 F. 2d 384 
(CA-5), aff’g 56-1 ustc $9514, 140 F. 
Supp. 60. 
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would cook a small fish. (Don't 
overdo it.)—Lao-Tze. 


the subcontractor to the surety. The 
mechanics’ liens were paid and, thus, 
the assignment covered only indebted- 
ness incurred independent of the sub- 
contract which was bonded. 


In an interpleader action by the 
contractor, the district court and the 
court of appeals held that the surety 
became a mortgagee of the fund un- 
der the assignment within the mean- 
ing of Section 3672. The Supreme 
Court, in a short per curiam opinion 
reversed, announcing that the instru- 
ment involved, being inchoate and 
unperfected, did not bring into play 
the provisions of Section 3672. It 
cited the Security Trust & Savings 
Bank and the New Britain cases and 
declared the claim of the interpleader 
for its costs was controlled by U. S. 
v. Liverpool and London and Globe In- 
surance Company, Ltd. 


Four Justices dissented. They felt 
that the assignment was a mortgage 
in the ordinary and common law sense. 
They pointed out that the state law 
of Texas, where the case arose, made 
such assignment a valid mortgage and 
that while the relation of a state- 
created right to federal laws for the 
collection of federal credits is a fed- 
eral question, the state’s classification 
of state-created rights must be given 
weight. In the circumstances, the dis- 
senting Justices believed that such 
an assignment of all sums due, or to 
become due, as security for the pay- 
ment of an identified but contingent 
and unliquidated obligation was “in 
legal effect a mortgage, completely 
perfected on its date, in all respects 
choate, and valid between the parties; 
and inasmuch as it antedated the filing 





* Case cited at footnote 10. 
* Case cited at footnote 26. 
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of the Federal tax liens, it was ex- 
pressly made superior to those liens 
by the terms of Section 3672(a).” 


The Court had previously deter- 
mined that a judgment creditor un- 
der Section 3672 must be a judgment 
creditor in the conventional sense at 
the time the notice of lien was filed.** 
It had also given the usual, conven- 
tional meaning to “purchaser” under 
Section 3672.5°° The view of the ma- 
jority that an assignee for security of 
an undetermined, contingent amount, 
who had contemporaneously advanced 
no money, was not a “mortgagee” 
within the meaning of Section 3672, 
appears to be in harmony with its 
previous holdings. 


Similarly, the decision of the ma- 
jority is consistent with the position 
that such an assignment for security, 
where the amount secured was un- 
known and contingent and not reduced 
to possession, was not a specific, per- 
fected or choate lien, appears to con- 
form with the previous decisions *’ 
and announced principles. 


There have been 12 decisions by 
the Supreme Court of the United 
States since the Security Trust & Sav- 
ings Bank case in 1950, and in all of 
them the decisions of the lower courts 
have been reversed. Ten may be con- 
sidered as having been decided under 
the lien statute and two under the 
priority statute. The Court wrote 
opinions in six cases. Six cases, which 
include the last five cases, were re- 
versed by brief, per curiam decisions, 
with no discussion, a fact which in 
itself appears to have significance. 


In consideration of a federal tax 
lien problem, it is necessary to recog- 
nize, first, that the federal statutes 
are based on one of the attributes of 
sovereignty. One need search no fur- 


* New York v. Maclay, cited at footnote 
16; and U. S. v. Security Trust & Savings 
Bank, cited at footnote 10. 
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ther than the lien cases themselves 
to observe that towns, counties, cities 
and states make laws which favor the 
collection of their own taxes over 
competing liens. It should be quickly 
and generally recognized that, sub- 
ject to such constitutional provisions 
respecting due process as may be ap- 
plicable, the United States has the 
overriding constitutional authority, 
which would even permit it to pro- 
vide that all federal tax liens are first 
and paramount. 


Second, debts due the United States 
traditionally, since the founding of 
our government, have enjoyed a pri- 
ority over the claims of others, be- 
cause of Revised Statutes Section 
3466 and the similar enactments from 
which it is derived. Tax liens secure 
debts due the United States. Liens, 
as ordinarily conceived, have a pri- 
ority over mere unsecured debts. 
Varying rules of various states could 
hardly form a proper basis for the 
resolution of federal tax lien prob- 
lems where the net effect would be 
to render the federal tax lien less 
secured and given a lesser priority 
than is given to mere debts under 
Section 3466. 


Third, the federal government is 
an unwilling and involuntary creditor 
in respect of taxes. In this regard, it 
differs greatly from private creditors 
who extend credit willingly and with 
knowledge of the facts or with the 
possibility of obtaining knowledge of 
the facts. A certified statement could 
be and often is required by any pri- 
vate creditor who wishes intelligently 
and seriously to know his customers’ 
financial status, and interest rates 
and credit terms are fixed by willing, 
private creditors and are designed to 
prevent and compensate for losses. 


Fourth, while it is recognized that 
Revised Statutes Section 3466 deals 
with a priority situation rather than 
a lien situation, it is clear that the 
Supreme Court of the United States 
used the authorities it had established 
under Section 3466 in developing the 
concepts of choate or specific and 
perfected liens which it has enunci- 
ated in the lien cases. Consequently, 
these concepts must be kept in mind 
in considering fact situations involv- 
ing liens competing with tax liens of 
the United States. [The End] 


STATE TAX TAKE UP IN 1958 


Total state tax collections in fiscal 1958 were up almost $400 
million over 1957, reaching $14,905 million, according to preliminary 


estimates. 


Top tax gatherer for the states was the sales and gross 


receipts tax, which brought in $8,737 million. Topping the 1957 figure 
of $8,436 million by $300 million, the sales and gross receipts tax 


accounted for three fourths of the total tax increase. 
licenses brought in $2,196 million in 1958. 


Revenues from 
Individual income taxes 


garnered $1,580 million and corporation net income taxes $981 million. 
Property taxes brought $533 million; death and gift taxes, $351 million ; 


and severance taxes, $376 million. 


$151 million. 


Miscellaneous sources contributed 


While the tax take was up in 1958, the rise was not as great as 


1957’s increase over 1956. 


In 1956, collections were $13,375 million. 


The increase registered by 1957’s total collections of $14,531 million 
amounted to an 8.6 per cent increase. In contrast, the 1958 growth 


was only 2.6 per cent. 
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Supreme Court Says No 


to Capital Gain Treatment 
of Carved-Out Oil Payments 


By STANLEY C. SIMON 


This article discusses how the Supreme Court proved the fears 

of many tax men to be right, reversing the court of appeals and holding 

the proceeds of carved-out oil payments to constitute ordinary 

income subject to depletion. There is, however, still ample room for legitimate 
tax planning, says the author, a CPA and a tax supervisor in the 

Dallas, Texas office of Lybrand, Ross Bros. & Montgomery. 


ROCEEDS FROM THE SALE of a carved-out oil payment con- 

stitute ordinary income, subject to depletion, according to the 
Supreme Court opinion in the Lake’ case. This apparently is the last 
round in a 12-year fight in which the Treasury had sought to collect 
ordinary income taxes. To see exactly what the Supreme Court held, 
and what are the effects of the decision, it is desirable to define the 
three general categories of oil payments and to summarize the history 
of the controversy. 


Oil payments fall into three classes—carved-out oil payments, 
reserved oil payments, and combination oil payments (partly carved- 
out and partly reserved). These categories may best be illustrated 
by an example of each type. 


Carved-out Oil Payment—When the owner of an economic interest 
in oil property assigns an oil payment right from such property, he has 
“carved out” an oil payment, e. g., when the owner of a working 
interest sells an oil payment of a specific amount payable out of a 
specified portion of the oil and gas to be produced from said work- 
ing interest. 


Reserved Oil Payment—When the owner of an economic interest 
retains an oil payment upon the sale or other transfer of his interest, 
he has created a reserved oil payment, e. g., when the owner of a 
working interest:sells his property for $100,000 payable $10,000 in cash 
and $90,000 out of 80% of the first oil to be produced from such 
property. The consideration of $90,000 payable out of future produc- 
tion represents a “reserved oil payment.” Stated another way, the 
vendor is considered as never having sold that portion of the oil in 
place necessary to satisfy the oil payment. 


1P.G. Lake, Inc., et al., 58-1 ustc J 9428, 356 U. S. 260. 
Carved-Out Oil Payments 








Combination Oil Payment—Some- 
times a property is assigned in ex- 
change for a cash payment plus an oil 
payment payable from a larger prop- 
erty than the one assigned. Assume 
that two adjoining leases are owned 
by different operators, and one of the 
operators purchases the other lease for 
cash and an oil payment payable out 
of both leases. Although part of the 
oil necessary to satisfy the oil pay- 
ment will be produced from the prop- 
erty assigned, the Treasury probably 
would not consider this to be in any 
part a reserved oil payment. There 
are no rulings on this poin , but in 
one of the few decided cases the Tax 
Court indicated that, when an oil pay- 
ment is reserved out of a greater prop- 
erty than the interest assigned, no 
recognition will be given to the fact 
that there is to some extent a reserva- 
tion of oil.? 


An oil payment is real property; 
and until 1946 the Treasury agreed 
that an oil payment, whether retained 
or carved-out, was a capital asset. 
During World War II operators be- 
gan selling estimated production in 
the form of short-term oil payments 
and reporting the proceeds as capital 
gain. In order to protect the revenues 
and to stop this practice, G. C. M. 
24849 * was issued. This ruling held 
that the proceeds (not pledged for 
development) from a short-lived oil 
payment carved out of any depletable 
interest (including a larger oil pay- 
ment) constitute ordinary income, sub- 
ject to depletion. 


* Burke, CCH Dec. 14,856, 5 TC 1167. 

* 1946-1 CB 66. See also I. T. 3895, 1948-1 
CB 39. 

* 1950-1 CB 10. 

* Nail, CCH Dec. 7807, 27 BTA 33 (A. 
XII-1 CB 9; acq., withdrawn, nonacq., 1949-1 
CB 6); Ortiz Oil Company, CCH Dec. 9999, 
37 BTA 656, aff’d. 39-1 ustc $9384, 102 F. 
2d 508 cert. den. 308 U. S. 566; Majestic Oil 
Corporation, CCH Dec. 11,297, 42 BTA 659. 

*Nordan, CCH Dec. 20,535, 22 TC 1132 
nonacq., 1955-2 CB 11, gov’t. appeal dismissed ; 
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In 1950, I. T. 4003,* held that there 
is no difference between short-lived 
and long-lived oil payments, i. e., if 
the oil payment extends over a period 
less than the life of the property from 
which it is carved, the assignment is 
equivalent to an anticipation of in- 
come. The Treasury also contended 
that if the assignment was donative, 
the income from the oil payment would 
be taxable to the donor as it arose. 


I. T. 4003 expressly excepted the 
assignment of an oil payment which 
constitutes the assignor’s entire de- 
pletable interest in the property or a 
fraction extending for the entire life 
thereof. Even under the Treasury’s 
position, capital gain resulted from 
the sale of a retained oil payment, of 
a vertically cut oil payment, i. e., one 
which paid cut simultaneously with 
the retained fraction, and of the “tail 
end” fraction of a horizontally cut oil 
payment, i. e., one which paid out 
after the retained portion. Thus, the 
A-B-C transaction was possible. 


The above Treasury rulings were 
contrary to a number of earlier cases," 
and they generally were rejected by 
the courts. In only two cases was 
capital gains treatment denied. One 
involved a transaction which might 
be said colloquially to have “flunked 
the olfactory test.” " The other held 
that the sale of a carved-out oil pay- 
ment was equivalent to mortgaging 
real estate, so that the oil runs were 
taxable to the assignor as they were 
sold.’ 

(Continued on page 93) 


Caldwell, 55-1 ustc $9148, 218 F. 2d 567; 
Cowden, CCH Dec. 21,018(M), 14 TCM 475, 
gov't. appeal dismissed; P. G. Lake, Inc., 57-1 
ustc § 9364, 241 F. 2d 71; O’Connor, 57-1 
ustc § 9365, 241 F. 2d 65; Fleming, 57-1 ustc 
9363, 241 F. 2d 78; Wrather, 57-1 uste 
{ 9366, 241 F, 2d 84; Witherspoon, 57-2 ustc 
7 9858; Weed, 57-1 ustc § 9367, 241 F. 2d 69 
(sulfur payment). 

* Hawn, 56-1 ustc § 9400, 231 F. 2d 340, 

* Slagter, 56-2 ustc J 10,084, 238 F. 2d 901. 
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STATE TAX NEWS 


ln this department are reported news items on decisions, legislation and 


administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


OME STATE tax measures on the November ballots were approved 

by voters, others were disapproved. The following tally reports on the 

disposition made by voters of measures described in this department 
in the October and November issues. 


Arkansas voters said no to a proposal that would have prohibited 
a state property tax, said yes to enabling first- and second-class cities 
to issue industrial development bonds and pay for them with a special 
levy of not more than five mills on the dollar, and also approved the 
current 3 per cent gross receipts and use tax rate. 


California voters nixed Proposition 17 to lower sales and use tax 
rates and institute a steeply progressive income tax; they also turned 
thumbs down on Proposition 16 that would have prohibited local 
property tax exemption for private nonprofit schools. 


Just what Georgia voters did with many of the proposals before 
them is not yet known. They, however, did defeat three measures that 
would have broadened state authority to levy taxes to include pensions 
under an ordinaries retirement system, school lunches and retirement 
benefits for peace officers. 


In Jllinois, voters refused to provide a $75 million bonus for Korean 
veterans that would have been funded by property and cigarette 
taxes; they also said no to a $248 million bond issue to improve state 
institutions. 


Veterans in Louisiana will get an added five years’ exemption from 
state, parish and special taxes on property of up to $5,000, because of 
voter action. Louisiana voters, however, refused to extend the agri- 
cultural-implement exemption beyond its current status, and they 
turned down a proposed authorization of a special tax levy to local 
jurisdictions to build and operate old-folks’ homes. 


Minnesota voters said yes to a 1957 legislative enactment, thus 
providing for the extension of home rule to counties and other local 
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government units by the legislature, 
removing the prohibition of special 
laws regulating public schools and 
raising taxes for their support, and 
repealing the requirement of legisla- 
tive authority for county and town- 
ship taxes. 


In Montana voters approved a hike 
in the excise tax rate on liquor from 
8 per cent to 16 per cent. They also 
said yes to a ten-year extension of the 
additional six mill state property tax 
and the additional six mill tax for the 
support of the state university. 


New Jersey voters approved a 
$45,850,000 bond issue to develop 
water supply facilities. In so doing, 
they let themselves in for a state-wide 
tax on real and personal property in 
the event revenues from the facilities 
and from alcoholic beverage taxes are 
insufficient to fund the bonds. 


Nebraska voters authorized the legis- 
lature to clear property titles by re- 
leasing real property from tax and 
assessment charges unpaid for any 
period of 15 years or longer. 


A proposed levy of a one mill prop- 
erty tax to create a fund for the repair 
and construction of buildings at state 
colleges was killed by North Dakota 
voters. 


Disapproval was registered by Oregon 
voters to a proposal that would have 
permitted property taxes levied against 
any property located all or in part in 
an urban redevelopment or renewal 
project to be divided so that taxes 
levied against any increase in the true 
cash value of the property could be 
used to pay any indebtedness incurred 
in carrying out the project. 

With the approval of voters in 
Pennsylvania, the state legislature is 
now authorized to set up standards 
and qualifications for private forest 
reserves and to enact special pro- 
visions for taxing such reserves. 

South Dakota voters agreed to ex- 
empt property acquired and used ex- 
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clusively for public highway purposes 
from taxation by general law. 

The proposed setting up of pari- 
mutuel betting at horse races was 
turned down by Utah voters. Utah 
residents said yes, however, to a pro- 
posed widening of their personal prop- 
erty tax exemption that removes the 
$300 limit on exempt personal property 
and exempts all household furnishings 
and so forth used exclusively in the 
owner’s home. 

Voters in Washington negated a 
proposed subjection of life insurance 
benefits to inheritance taxation and 
defeated a proposal to repeal the per- 
mitted deduction of federal estates 
taxes from inheritance taxes. De- 
feated, in addition, was a proposal to 
permit school district electors to au- 
thorize excess tax levies at a specified 
maximum rate—for up to two years 
for operation and/or up to six years 
for capital outlay. 


An increase of up to 100 per cent 
for not more than five years in the 
maximum tax levy for public school 
support was approved by West 
Virginia yoters. Also getting a yes 
vote was a proposal to exempt bank 
deposits and money from property tax. 


Big Tax Year Ahead 


No look in the crystal ball is needed 
to determine that the coming year 
will be a tax-legislative year the like 
of which has not been seen since 1955. 
Legislatures in 46 states, including 
Alaska, will convene, most of them 
in early January. 

A new sales tax and a new income 
tax are under consideration in Texas. 
Michigan might enact an income tax. 
Oklahoma, Massachusetts, Minnesota 
and Missouri will consider income tax 
withholding. California may impose 
a cigarette tax to solve its fiscal 
problems. 
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With almost all state legislatures convening in 1959, the possibility is 
strong that many of them will consider the Uniform Division of 
Income for Tax Purposes Act. This article makes a critical 

study of the act, and proposes a number 

of modifications. The author is an economist in Madison, Wisconsin. 


HE FOLLOWING is a criticism of the Uniform Division of 

Income for Tax Purposes Act approved by the National Con- 
ference of Commissioners on Uniform State Laws and the House of 
Delegates of the American Bar Association.* 


Basis of Jurisdiction to Tax 


The Uniform Division of Income for Tax Purposes Act assumes 
the state has jurisdiction to levy the particular tax. It is fundamental, 
however, that there must be a uniform determination by the various 
states of jurisdiction to tax in order to achieve 100 per cent taxation 
of a corporation’s income rather than somewhat less or somewhat 
more. At present the various state determinations of the basis of 
jurisdiction of what constitutes “doing business” is hardly uniform. 
There is need for a uniform basis of jurisdiction to tax. The basis of 
allocating various types of income is related to it, including the various 
apportionment factors. Without a uniform basis for determining 
jurisdiction there can’t be uniform determination of the apportionment 
factors by the various states. 


In defining the basis of jurisdiction to tax it must be recognized 
that we are dealing with a direct tax on net income, or a franchise tax 
measured by net income. We are not dealing with the licensing of 
corporations or with sales, property or gross income taxes. The con- 
cept of “doing business” that we are concerned with is that related to 
net income taxation. It is submitted that “doing business” should be 
defined in the broadest terms possible. It should include any “source 
of income” which is located within a state’s jurisdiction. “Source of 





‘For text of the act see “State Tax News,” 35 Taxes 631: (August, 1957). 
{Note: South Carolina has adopted the uniform law in part (H. B. 2157, Laws 
1958).] 
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income,” as the author sees it, should 
include (1) any tangible property 
owned or leased by the corporation 
which is physically located in the state 
for any part of the taxing period and 
held or used for the purpose of obtain- 
ing ultimate profit;* (2) any service 
performed within the state during any 
part of the taxing period by any officer 
or employee of the corporation for the 
purpose of obtaining an _ ultimate 
profit ;* (3) any act performed within 
the state during any part of the taxing 
period indirectly by an agent of the 
corporation, in whatever capacity, for 
the purpose of obtaining an ultimate 
profit;* (4) any securities, patents, 
copyrights, trade-marks, franchises or 
other intangible property which have 
a “business situs” within the state, 
which arise out of unitary business 
activities within the state (such as 
accounts receivable or bank deposits) 
or which are “stock in trade” in busi- 


ness activities within the state;° 
(5) any securities, patents, copyrights, 
trade-marks, trade names, franchises 
or other intangible property not in- 
cluded in (4) above and which are 
owned by a corporation whose com- 
mercial domicile (as defined in this 
statute) is within the state;* and (6) 
any sale or exchange where the “stock 
in trade,” whether tangible or intangible, 
is delivered to a destination within the 
state or where the service is rendered 
within the state.” One source of in- 
come of any firm in an exchange or 
trading economy—namely, the origin 
of supplies and equipment purchased 
and/or used during the tax period—is 
omitted, mainly because of the many 
difficulties of ascertaining the many 
places of origin of such purchases.* 


The above “source of income” 
method of defining jurisdiction to tax 
could be modified to exclude sales or 
exchanges where the tangible or ir 








* The situs of tangible property should be 
the same here as under the property factor 
of the apportionment formula for unitary 
business. 

* Generally, the relationship of employee 
and employer exists when the taxpayer has 
the right to control and direct the individ- 
ual, not only as to the result to be accom- 
plished by him but also as to the means 
by which such result is accomplished, The 
situs of personal services should be the 
same here as under the payroll factor of the 
apportionment formula for unitary business. 

*A corporation, instead of directly per- 
forming certain essential income-producing 
functions with its own employees, may con- 
tract with others to have them perform 
part if not all of these income-producing 
functions. The effect of this provision is 
to put indirect acts on a comparable basis 
with direct acts, so that competitors which 
benefit either directly by the opportunities 
afforded and protection given to its own 
employees and property or indirectly from 
the same protection being given to their 
economic agents are tested similarly. 

*“Business situs” of intangible property 
may mean where intangibles are pledged as 
securities for the payment of taxes incurred 
in connection with a separate business in a 
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given state and when the intangible arose 
out of activities of a separate operation the 
income of which is derived from sources 
within a single jurisdiction (such as ac- 
counts receivable and bank deposits). 

*The basis for a uniform determination 
of commercial domicile is recommended as 
being on the basis of the primary basis 
of the corporation activities as indicated by 
the average of the tangible-property and 
payroll-apportionment factor ratios except 
where tangible property is not a material 
income-producing factor, in which case the 
payroll factor would be used. 


"In most cases the place where the prod- 
uct is received and consumed, or where the 
service is rendered, is the destination point 
of delivery (any shipper taking title shall 
be treated as an agent of the seller). The 
situs of the sale or exchange should be 
the same here as under the receipts factor 
of the apportionment formula based upon 
a destination basis. 

*The place of origin of purchases should 
not be confined to the place where purchas- 
ing activities may be carried on. This 
treatment here of the place of origin also 
considers with the treatment of leaving it 
out of the apportionment formula for uni- 
tary business. 
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tangible property is not delivered to a 
destination within the state either 
directly or indirectly through an agent 
of the corporation in whatever capacity, 
which is utilized by the corporation 
for the purpose of obtaining an ulti- 
mate profit. This second method could 
be designated the “activities of the 
corporation or its representative in 
whatever capacity.” * The phrase “or 
its representative in whatever capacity” 
is included to cover the activities of 
an agent salesman or other representa- 
tive in whatever capacity, which en- 
gages in solicitation, demonstration, 
taking of orders or any other promo- 
tional activity which results in the 
shipment of goods to, or transmittal 
of receipts from, customers within the 
state.’° An independent factor, dealer 
or broker, as a representative of the 
corporation, may secure orders which 
result in the corporation shipping 
goods to customers within the state. 
Such an operation is considered “doing 
business” within the state by the 
corporation. 


A third method or basis for tax 
jurisdiction is that of “property sited 
and activities carried on.”™ This 
method has the additional difference 
from the first “source of income” 
method of not considering the activi- 
ties of independent brokers and dealers 


acting as representatives of the cor- 
poration within the state. The activi- 
ties must be those of representatives 
of the corporations who have an 
employer-employee relationship with 
the corporation. If the corporation 
has a stock of goods within the state 
from which orders are filled, then it is 
taxable. Thus, a corporation, by keep- 
ing its stock of goods just outside the 
taxing state and obtaining orders 
through independent dealers, can avoid 
being liable to the net corporate in- 
come tax of such state. Under this 
basis, activities within the state must 
be regular, systematic and continuous.” 


A fourth method based upon a “sub- 
stantial place of business” being located 
within the state is not considered here. 
It is believed that such a basis is much 
too restrictive for net income tax 
purposes. 


The three methods may be com- 
pared as to their effect upon certain 
discrimination which currently pre- 
vails between competitive corporations. 
The first “source of income” method 
would remove the discrimination which 
currently prevails (1) against cor- 
porations whose sources of income are 
located entirely within one taxing 
state, (2) against corporations whose 
sources of income may be located in 
several states and who lack a “regular 





* Based upon Georgia Code Sec. 92-3113 
(1933), as amended by Act 717, Laws 1950, 
which provides that every corporation would 
be treated as doing business within the 
state and therefore subject to either the 
franchise tax or the net income tax if it 
(or its representatives in whatever capacity) 
engages within the state in any activities 
(or transactions) for the purpose of finan- 
cial gain or profit. “Activities for the 
purpose of financial gain or profit” wou’. 
not be confined to acts engaged in witha: 
the state which actua!ly result in a finan- 
cial profit or gain. The acts engaged in 
for the purpose of financial profit may 
actually result in a loss. Nevertheless it 
is the basis for tax jursidietion. 


“See Opinion of the Attorney General, 
State of Georgia, October 11, 1957. Isolated 
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or occasional activities which are incidental 
to the corporation’s income producing ac- 
tivities elsewhere are not considered suf- 
ficient by Georgia for the corporation 
engaged in them to be doing busincss in 
the state. Just what constitutes “incidental” 
is not defined in Georgia’s statutes or 
regulations. 

“Employed in the corporate net income 
tax in California, the property tax on net 
income in Pennsylvania, and the franchise 
tax measured by net income in the Dis- 
trict of Columbia. 

"Thus isolated and occasional activities 
which are incidental to income-producing 
activities outside the taxing state are not 
considered a basis for tax jurisdiction. 








place of business” in each such state; 
and (3) against certain corporations 
that are not treated as “doing busi- 
ness” or transacting business in an 
outside state with no tax or a lower 
tax rate even if there are sources of 
income (as defined by this method) 
in such state. 


The second method or “activities 
of the corporation or its representa- 
tive in whatever capacity” basis, while 
removing much of the discrimination 
which exists under current practice, 
would not rectify the situation where 
a corporation merely ships goods to 
customers within the taxing state 
without doing any activity, either itself 
or through a representative within the 
state, as when it obtains the order by 
mail, telephone or telegraph. 


The third method or “property sited 
and/or activities carried on” basis, in 
addition to the shortcoming of the 
second method, would not rectify dis- 
crimination when the goods shipped 
to customers located within the tax- 
ing state were on orders obtained 
through an independent agent located 
within the state. 


As to constitutionality, the first 
“source of income” method and the 


* With respect to the second method, the 
Georgia Supreme Court has apparently dis- 
allowed this method in Stockham Valves 
and Fittings, Inc. v. Williams, 3 stc J 250-439, 
101 S. E. 2d 197 (1957). This was a ruling 
that the state may not impose an appor- 
tioned income tax on a foreign corporation 
which maintained only a sales office in the 
state which was used as headquarters by one of 
its sales representatives who spent about one 
third of his time in that office or trading in 
the state. The office was staffed by one clerical 
employee and contained a small amount of 
furniture, the firm’s only property in the state. 
All sales were completed on an “f. o. b. ware- 
house” basis and were completed at a ware- 
house outside Georgia by deliveries to cus- 
tomers or to common carriers consigned to 
customers. The sales solicited by the com- 
pany’s representative were subject to ac- 
ceptance or rejection by the home office 
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second “activities of the corporation or 
its representative in whatever capacity” 
basis have not been fully tested in the 
courts.** The third method has been 
approved by the courts.’* Acceptance 
of the first and second methods may 
require some broadening of current 
court doctrine on what constitutes a 
source of income within a state and 
on whether a franchise tax may be 
imposed on a corporation which has 
only one source, or several sources, 
of income within such state. It is 
submitted, however, that the basic re- 
quirement of the “due process” *® 
amendment and the “commerce clause” 
of the federal Constitution are com- 
plied with whether or not the taxpayer 
is domiciled in the state and whether 
the tax is directly on net income or is 
an excise measured by net income. 


Administratively, the third method 
is to be preferred to the first two. 
There is precedent for it in some of 
the states, and the method is not as 
inclusive as the first two. In connec- 
tion with enforcement of collection, 
the first two methods may have to 
resort to enforcing judgments in the 
courts of another state. More returns 
would have to be filed and checked 
under the first and second methods, 


located outside the state. The court held 
that the company engaged inclusively in 
interstate commerce in Georgia, dismissed 
a contention by the state that a net income 
tax does not stand on the same basis as a 
license occupation, franchise or privilege 
tax on interstate commerce and held that 
the tax, as applied here, violated both the 
federal commerce and due process clauses, 
based upon several United States Supreme 
Court rulings. This case, however, is to 
be decided by the United States Supreme 
Court (certiorari granted March 17, 1958; 
argued October 15, 1958). 

“See West Publishing Company v. Mc- 
Colgan, 27 Cal. 2d 705, 166 P. 2d 861 
aff'd 328 U. S. 823 (1946). 

* This would be an application of the 
doctrine of Shaffer v. Carter, 1 stc J 235, 252 
U. S. 37, 40 S. Ct. 221 (1920), that the state 
may tax any subject over which the state’s 
control or protection extends. 
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but this is compensated by the greater 
equity involved. 


Tax avoidance would be at a mini- 
mum under the first “source of in- 
come” method because, in contrast to 
the second method, it doesn’t allow a 
taxpayer corporation to avoid state 
income tax merely by securing its 
orders by mail or telephone rather 
than through a representative within 
the state. Also, in contrast to the 
third method, it doesn’t allow avoid- 
ance of the tax merely by conducting 
its operations on an occasional or 
isolated basis or by obtaining its sales 
through independent brokers or agents 
rather than through its own salesmen 
who carry on regular activity within 
the state. 

On the basis of the above analysis 
of the three methods proposed for uni- 
formly and reasonably defining and de- 
termining state corporate income tax 
jurisdiction, and since the primary 
objective is that of putting state in- 
come tax jurisdiction on a basis con- 
sistent with the most desirable means 
of defining the apportionment of factors, 
it is concluded that the “source of in- 
come” method be recommended as the 
first choice. Because of a lack of ad- 
ministrative experience with this 
method, including a test of its consti- 
tutionality, it may be more feasible 
for the present to adopt the third 
method “property sited and activities 
carried on.” In this case the provi- 
sions of the Uniform Division of In- 
come for Tax Purposes Act would 
remain as they are, with various pro- 
visions covering the nontaxable situa- 
tions in order to assure 100 per cent 
allocation of the corporation’s income. 
To do this, there needs to be a uni- 


* The property, whether tangible or in- 
tangible, would be that used for the purpose 
of obtaining an ultimate profit and the ac- 
tivities would be those engaged in for the 
purpose of securing an ultimate profit. 
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form application of the basis for juris- 
diction to tax by all states involved. 


Division of Income 


The Uniform Division of Income 
for Tax Purposes Act makes a divi- 
sion between business and nonbusi- 
ness income. All business income is 
apparently subject to apportionment. 
It is submitted that there may be 
“separate income from a separate busi- 
ness” that should be specifically allo- 
cated rather than combined with 
unitary business, which is apportioned. 
This requires a definition of unitary 
business. Using the “property sited, 
activities carried on” basis of juris- 
diction the definition might be as fol- 
lows: “Unitary business shall mean 
any commonly owned and/or con- 
trolled business with any property 
(owned or leased) located or having 
a tax situs and/or with any activity 
performed within the state which is 
or are integrated with, dependent upon, 
contributing to, or benefited by any 
property (owned or leased) located 
or having a tax situs and/or any 
activity performed outside this state.” ** 
The income of a unitary business may 
be described as “apportionable.” All 
other income would be described as 
“nonapportionable.” “Business income” 
under the act includes “income from 
tangible and intangible property if the 
acquisition, management, and disposi- 
tion of the property constitute in- 
tegral parts of the taxpayer’s regular 
trade or business operations.” If this 
means capital gains or losses on dis- 
position of capital assets, it is sub- 
mitted that it is in error. Such 
income should be taxable as nonap- 
portionable.’? Income from rental of 
property that is also sold by the tax- 


This would be similar to the meaning given 
to unitary business under the California 
law, regulations and court decisions. 

“The division of types of capital assets 
would also create an administrative problem. 
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payer should be treated as apportion- 
able, however. 


Determination 
of Commercial Domicile 


“Commercial domicile” is defined 
as “the principal place from which the 
trade or business of the taxpayer is 
directed or managed.” In some cases 
this may result in domicile being 
located in the state of the corpora- 
tion’s head office while the operations 
of the corporation are conducted else- 
where. It is submitted that the latter 
is undesirable and that the commercial 
domicile should be located where the 
principal operations of the business 
are conducted. This may be deter- 
mined by the average of the property 
and payroll factors (as defined for ap- 
portionment purposes). Where tangible 
property is not a significant factor, 
the labor factor alone should be used. 
The state of commercial domicile so 
defined will vary significantly from 
that of where the principal office is 
located.** 


“‘Nonapportionable”’ Income 
Allocation 


The “catch all” Sections 5(b)(2), 
6(b)(2) and 8(a)(2) have been ob- 
jected to on the grounds that such 
income should be allocated to the state 
where it may not be taxable under 
current concepts of jurisdiction to tax. 
In the interest of equity between com- 
petitive firms, and under the criterion 
of reasonable apportionment, it is sub- 
mitted that such income should be 
allocated to the state of commercial 
domicile. Of course, under a broader 
“source of income” method of defining 
jurisdiction it would be possible to 
eliminate these provisions. 

Section 5(c) is objected to because 
it is believed that in many instances 


* Based on a survey of corporations un- 
der the Wisconsin income tax law. 
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the determination of the extent of 
utilization in a given state is more a 
matter of agreement based on reason- 
able approximations rather than de- 
tailed records. The cost of keeping 
such detailed records, it is claimed, 
would be prohibitive, because in most 
cases, particularly those involving 
automotive equipment, the lessor does 
not directly control the point of usage, 
and in some cases the lessor may re- 
fuse to divulge the information.” It 
would seem, however, that the only 
reasonably accurate method of allo- 
cating such rentals is along the lines 
expressed in Section 5(c). There is 
a provision to cover the case where 
the physical location of the property 
during the rental or royalty period is 
unknown or unascertainable by the 
taxpayer. In such case the tangible 
personal property is utilized in the 
state in which the property was located 
at the time the rental or royalty payer 
obtained possession. It is submitted, 
however, that in the face of steadfast 
opposition this section might be deleted 
without substantially impairing the act. 

Sections 8(b) and &(c) are also 
objected to because it is practically 
impossible for the patent licensor to 
determine the point of utilization, par- 
ticularly if the patents cover products 
involving components made in many 
states or for secret proprietary ma- 
teriel the origin of which the licensee 
cannot or will not disclose. Here, 
again, it could be possible to put patent 
and copyright royalties entirely on 
the basis of commercial domicile rather 
than on the basis of the state of 
utilization. It has been proposed to 
allocate them on the basis of where 
the property is primarily managed by 
the owner, but if that can’t be estab- 
lished, then to the location of the chief 
administrative office.2° Such a method 


* See letter to all state tax commissioners 
and administrators by Controllers Institute 
of America, dated July 2, 1958. 

* See letter cited at footnote 19. 
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may be quite arbitrary in many cases 
and would appear to have no advantage 
over the state of commercial domicile. 


Section (7) interest might be re- 
stricted to “interest from investments.” 
Other interest would be treated as 
part of business income or apportion- 
able income. Interest on tax refunds, 
for example, would be treated as ap- 
portionable rather than nonapportion- 
able. Dividends would include all 
dividends except in cases where con- 
solidated returns are filed. Corpora- 
tions are treated as separate entities, 
and dividends derived from subsidiaries 
which are 50 per cent or more owned 
shouldn’t be given any preferred treat 
ment. Both interest and dividends 
are preferably to be allocated to the 
state of commercial domicile rather 
than the state where the property is 
primarily managed by the owners or. 
if the place of management cannot be 
established, where the chief adminis 
trative office is located. 


Section 6 could be improved by the 
inclusion of “exchange” as well as 
“sales” in its provisions. 


Section 4 should be modified to in- 
clude separate business income and, 
together, the various classes of in- 
come would constitute “nonapportion- 
able” income rather than business 
income. A separate section should be 
added stating that income from busi- 
ness conducted entirely within a given 
state would be specifically allocated 
to such state. 


Sections 8 and 4 should include 
royalties from trade-marks and trade 
names as well as from patents and 


copyrights. 


*See Pierce, “Uniform Division of In- 
come for State Tax Purposes,” 35 Taxes 
747 (October, 1957), at pp. 750 and 780. 


*These include New York, Vermont, 
Maryland, Oregon, Minnesota, Tennessee, 
Montana and Delaware. 
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Apportionment 
of ‘‘Apportionable” Income 


Section 9 should be modified to use 
“apportionable” income rather than 
“business” income. 


Property Factor 


In spite of considerable opposition 
to it, it is recommended that rental 
property be included in the property 
factor. The argument for this has 
already been stated by Professor 
William J. Pierce.** There are a con- 
siderable number of states already 
including rental property.” Personal 
tangible property should be included 
as well as real property. Such tangible 
property included should only be that 
which is used in connection with uni- 
tary business and should exclude prop- 
erties the rental of which is treated as 
nonapportionable. Property owned but 
not used to produce apportionable in- 
come should not be included. Con- 
struction in progress could not be 
included. Tangible property used in a 
separate business operation should be ex- 
cluded, as well as tangible property used 
in producing nontaxable income. In- 
tangibles such as accounts receivable, 
stocks and bonds, or other securities. >r 
patents, copyrights, trade-marks ana wie 
like, should not be included in the prop- 
erty factor determination regardless of 
whether such property is used in connec- 
tion with producing apportionable in- 
come or not. This is because of dif- 
ficulties of determining a proper basis 
for giving situs for apportionment pur- 
poses to such properties which actually 
have no physical situs. 


With respect to the valuation of 
owned property, there seems to be 
some opposition to the use of original 
cost.** A depreciated cost basis is 


* See speech “Industry’s Appraisal of the 
Report of the Committee on Uniform Divi- 
sion of Income for Tax Purposes,” by 
Chester M. Edelmann, treasurer, H. L. 
Green Company, Inc., before the National 

(Continued on following page) 
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preferred, with a few suggesting fair 
market value. Ideally, fair market 
value would be the best method, as 
it would be related to the apportion- 
able income being earned in terms of 
current values. There are many dif- 
ficulties in establishing the criterion 
by which such appraisal could be made 
uniformly and reasonably for prop- 
erties in several states. Perhaps all 
properties could be figured on imputed 
rental terms. In the absence of a 
feasible fair market method most states 
have used depreciated cost. This is 
objected to in a uniform act, because 
each state has its own depreciation 
policy and they differ among the 
various states. It might be possible, 
however, for apportionment purposes 
to use the federal depreciation figures. 
This would be satisfactory in most 
cases. Where “accelerated deprecia- 
tion” is allowed it may be,necessary 
to resort to gross cost figures. The 
federal basis was recommended by a 
majority of the Committee on Tax 
Situs and Allocation of the National 
Tax Association in 1951.%* Original 
cost, if used, would include subse- 
quent additions and improvements. 


Section 12 might be modified to 
allow the tax administrator discretion 
to require the averaging of values 
during the tax period if reasonably 
required to reflect properly the aver- 
age value of the taxpayer’s property. 
The valuing could be not only on a 
monthly basis but on a quarterly or 
semiannual basis. 


Payroll Factor 

Sections 13 and 14 should include 
“accrued,” as well as “paid,” com- 
pensation. Reimbursed expenses should 
be excluded. 


(Footnote 23 continued) 

Association of Tax Administrators, Coro- 
nado Beach, California, June 9, 1958. For 
text of Mr. Edelmann’s speech, see “State 
Tax News,” 36 Taxes 533 (July, 1958). 
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Some objection is made that com- 
pensation should not be limited to 
employees, Should it include all who 
render services—even though they may 
not be employees—such as_inde- 
pendent salesmen, brokers, agents, and 
the like?** Ideally, they probably 
should be included in order to make 
treatment of competitive corporations 
comparable. This would be possible 
under a broader concept of jurisdic- 
tion to tax, discussed above—the 
“activities of the corporation or its 
representative in whatever capacity” 
basis. For administrative and com- 
pliance simplicity it may be considered 
desirable to confine the payroll to em- 
ployees of the taxpayer. In excep- 
tional cases this rule might be adjusted 
where distortion results. 


Equitably, the compensation should 
be allocated on a time-spent basis of 
where the services are actually em- 
ployed. This coincides with a broad 
“source of income” method of deter- 
mining tax jurisdiction. However, 
under a more limited basis for juris- 
diction to tax it may be necessary to 
adopt a payroll factor that is on some- 
thing other than a strictly perform- 
ance basis. Isolated and occasional 
service of an employee may not be 
sufficient to warrant jurisdiction. Sec- 
tion 14(b) covers this situation. Where 
the employee engages in a regular 
service within a state it may be a 
sufficient basis to tax, and compensa- 
tion should be allocated accordingly. 
This is at variance with Section 14(c). 
If Section 14(c) is part of the basis of 
state unemployment insurance figures, 
it may be that such figures should be 
modified to be more nearly figured on 
a time-spent, place-of-performance basis 
rather than a_ base-of-operation or 
residence-of-the-individual basis. Here, 


* See “Final Report of the Committee on 
Tax Situs and Allocation,” 1951 Proceed- 
ings National Tax Association, at p. 461. 

* See speech cited at footnote 23. 
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again, it may be that for administra- 
‘ tive and compliance simplicity the 
unemployment compensation figures 
should be accepted in the uniform act, 
at least for the present. 


Sales Factor 


Section 16(b) is objectionable for 
several reasons. In the first place, if 
place of shipment is to be used it is 
best to provide it on the basis of the 
state of origin rather than a state of 
temporary storage, because of the 
practical difficulties of identifying in- 
termediate points in transit.?* In the 
second place, there is some question 
whether this criterion should apply to 
all United States government purchases 
or only to those which are sent to 
ports of embarkation. It would seem 
that only the latter is necessary; 
domestic sales to the federal govern- 
ment could be allocated on a destina- 
tion basis. The other objection is to 
be made to using the place of ship- 
ment as the basis of allocation where 
destination won’t apply. 


Shipment on the basis of origin 
favors the manufacturing states. In 
some cases there may not be a place 
within a state with jurisdiction to tax, 
for example, where the goods are 
shipped from a public warehouse. It 
may be better to use an office-situs 
rule for exceptions from the destina- 


tion basis. The office of the accept- 
ance of the sale is suggested. It is 
fairly definite in identification. The 
place of origin of shipment is not a 
location of “selling activity” of major 
importance to the sale. It deals solely 
with shipment of the goods and isn’t 
usually related to the procurement 
activities of the sale. 

Section 17(b) might well be omitted, 
and Section 17 changed to the follow- 
ing: “Sales, other than sales of tangible 
personal property are in this state if 
and to the extent that the income- 
producing activity is performed in this 
state.” ** This would put the alloca- 
tion entirely on the basis of where the 
service is rendered rather than on 
where most of it is rendered. Rentals 
received in connection with unitary 
business operations would be allocated 
on the basis of where the property is 
located. 

With respect to Section 18 there is 
some desire for separate accounting 
as a matter of right when the tax- 
payer’s records clearly reflect the in- 
come earned in each state.** In the 
interest of uniformity in practice it is 
submitted that separate accounting or 
any other alteration of apportionment 
should be employed only when the ap- 
portionment formula does not fairly 
represent the extent of the taxpayer’s 
activity in the taxing state. 

[The End] 


2.5 MILLION ON METROPOLITAN AREA PAYROLLS 


Payrolls consume a considerable chunk of the income of local 
governments in metropolitan areas, according to a recent Department 


of Commerce news release. 


In April, 1957, $837 million was paid out 


to nearly 2.5 million persons by 15,658 local jurisdictions in 174 
metropolitan areas surrounding cities of more than 50,000 population. 
This was 68 per cent of all local government payrolls for that month. 

The bigger the central city, the higher the pay scale, the news 


release revealed. 


Average April, 1957 earnings for full-time local 


government employees was $303 nationally, $338 within metropolitan 
areas and $380 in areas surrounding cities of one million or more. 





* See letter cited at footnote 19. 
* See letter cited at footnote 19. 
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Among this month's reviews of books of interest to tax 
men are several texts on accounting and transcripts of a 
seminar on fringe benefits and a collection of tax essays from 
The Journal of Accountancy. 


Discussion of Code 


Working with the Revenue Code 
1958. James J. Mahon, Jr., Editor. 
American Institute of Certified Pub- 
lic Accountants, 270 Madison Avenue, 
New York 16, New York. 1958. 238 
pages. $3.50. 


This is the latest edition of a book 
that grows out of the columns of the 
“Tax Clinic,” which appears regularly 
in The Journal of Accountancy. It is up 
to date with editorial comments con- 
cerning items which have been affected 
by the Technical Amendments Act of 
1958. The unique arrangement of the 
material makes an index for this book 
unnecessary. It is arranged as sophis- 
ticated tax men like. It follows in 
numerical order the Code sections. 
The first section is 37, under which is 
discussed (1) determination of earned 
income from self-employment, (2) 
rent v. income from farming opera- 
tions and (3) retirement income credit 
in community property states. 


Using Section 167 as an example, 
here are points on depreciation. The 
first item, a discussion of accelerated 
depreciation methods, is taken from a 
discussion of that problem at the 1955 
New York University Tax Institute. 
The second item deals with the tax 
treatment of lease purchase agree- 
ments ; it is written by Kenneth Mutzel, 
CPA, of Lybrand, Ross Bros. & Mont- 
gomery, Philadelphia. It is followed 
by (1) an item on salvage value (taken 
from the Tax Executive Institute’s 
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1956 annual meeting), (2) a discussion 
of the regulations and Hertz Corpora- 
tion v. U. S. and (3) a comment on 
new depreciation methods on items 
capitalized by revenue agent (taken 
from the American Institute’s 1955 
Tax Conference for Business Execu- 
tives). Next, Thomas J. Graves, of 
Haskins & Sells, Washington, D. C., 
discusses “When Is New Property 
Not New for Accelerated Deprecia- 
tion?” Leslie Mills, CPA, Price Water- 
house & Co., New York City, then 
discusses problems in electing rapid 
depreciation, and T. T. Shaw com- 
ments on an experience he has had 
with the revenue agents regarding the 
depreciation disallowance and salvage 
value. 


And so it goes through the more 
important sections of the Code. The 
book is collated by James J. Mahon, 
Jr., of the Philadelphia office of Ly- 
brand, Ross Bros. & Montgomery. 
He is the editor of the “Tax Clinic,” 
a most interesting and informative 
tax commentary. 


Fringe Benefits 
The Effect of Tax Policy on Execu- 


tive and Worker Compensation. Tax 
Institute Incorporated, 457 Nassau 
Street, Princeton, New Jersey. 1958. 
80 pages. $4. 


The papers appearing in this little 
book are recorded from a seminar 
held under the auspices of the Tax 
Institute. The general topic of this 
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seminar was “The Impact of Taxation 
on Management Responsibility.” The 
participants were Joel Barlow, Cov- 
ington & Burling, Washington ; Monroe 
Berkowitz, Department of Economics, 
Rutgers University ; Carman G. Blough, 
director of research, American Insti- 
tute of Certified Public Accountants ; 
George J. Brady, Arthur Andersen & 
Company, New York; Drew Q. Brinck- 
erhoff, Cresap, McCormick & Paget, 
New York; John F. Costelloe, Chad- 
bourne, Parke, Whiteside & Wolff, 
New York; E. Gordon Keith, Wharton 
School of Finance and Commerce, 
University of Pennsylvania; George 
H. Kitendaugh, manager, Tax Ac- 
counting Service, General Electric 
Company; George S. Koch, manager, 
Tax Department, Standard Oil Com. 
pany, New Jersey; Albert E. Kripke, 
chief, Actuarial Group, Tax Rulings 
Division, Internal Revenue Service; 
V. Henry Rothschild II, attorney, 
New York; Harry J. Rudick, Lord, 
Day & Lord, New York; and Dan 
Throop Smith, Deputy to the Secre- 


tary of the Treasury. 


First, there is a summary of the 
seminar discussions. This is followed 
by a transcript. 


The seminar participants were over- 
whelmingly of the view that income 
tax rates are too high (aren’t we all?). 
The special deferred compensation 
provisions of the Code have somewhat 
mitigated high-rate effects for employed 
persons, but at the expense of eroding 
the tax base and producing inequity 
in the tax structure. The burden of 
taxation bears more heavily on per- 
sons outside the employed category. 
High tax rates coupled with various 
compensation devices may also have 
encouraged some executives to act 
contrary to the best interests of 
shareholders. Management has a con- 
tinuing and perhaps an increasing 
responsibility to use compensation 
devices wisely in the best interests 


Books 


of shareholders and the public gen- 
erally, and to promote greater equity 
in the tax structure. 


Accountancy 


Standard Costs: How They Serve 
Modern Management. Clinton W. 
Bennett. Prentice-Hall, Inc., Engle- 
wood Cliffs, New Jersey. 1957. 515 
pages. 


Internal Auditing. Victor Z. Brink 
and James A. Cashin. The Ronald 
Press Company, 15 East 26th Street, 
New York 10, New York. Second 
edition, 1958. 478 pages. $6.75. 


Accounting and the Anczlysis of 
Financial Data. Edison E. Easton and 
Byron L. Newton. McGraw-Hill Book 
Company, Inc., 330 West 42nd Street, 
New York 36, New York. 1958. 449 


pages. $7. 


Accounting Practices in the Petro- 
leum Industry. Robert H. Irving, Jr., 
and Verden R. Draper. The Ronald 
Press Company, 15 East 26th Street. 
New York 10, New York. 1958. 247 
pages. $6. 


The first book, Standard Costs, out- 
lines and describes standard costs pro- 
cedures as they have been developed 
and are being used by many American 
industrial companies; and more than 
that, it discusses organizational pro- 
cedures for maintaining cost control. 


Business activities have become in- 
creasingly complex as the economy 
of the country has expanded, and 
this increase in complexity forces 
management to delegate more and 
more of its authority in order to dis- 
charge its responsibilities effectively. 
The wider the delegation of authority. 
the greater the reliance on accounting 
data, and the supply of this accounting 
data is the job of internal auditing 
groups. The second book listed above 
is a new edition of a book which has 
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well served internal auditors, public 
accountants and corporation execu- 
tives. The material in the book has 
been drawn from the authors’ com- 
bined experience with large companies, 
in diversified industries and in the 
investigation of the practices of others, 
and from their university teaching. 


Accounting and the Analysis of 
Financial Data is a beginning text for 
students who are not going further 
into accounting. It covers the back- 
ground of general financial accounting 
and financial statement analysis, and 
contains a basic discussion of income 
taxes, cost accounting and budgetary 
planning. 


Oil accounting is one of the most 
interesting phases of accounting and 
one which in many important respects 
has no counterpart. Oil companies, 
because of different operating condi- 
tions and policies, vary considerably 
in the accounting treatment accorded 
certain expenditures, especially those 
relating to the finding and production 
of oil and gas. Accounting Practices in 
the Petroleum Industry describes alter- 
native practices which are followed. 
It does not attempt to deal with the 
myriad aspects relating to petroleum 
accounting for income tax purposes. 
Both authors have been associated 
with the oil industry and its account- 
ing problems for over 20 years. They 
are CPA’s associated with the firm of 
Price Waterhouse & Company. The 
book describes crude oil production, 
refining processes, transportation and 
marketing. A glossary and index adds 
to its usefulness as a helpful tool. 


German Taxes 


Summary of Essentials of Taxation 
in the Federal Republic of Germany. 
Otto L. Walter. German-American 
Trade Promotion Office, 350 Fifth 
Avenue, New York 1, New York. 
1958. 9 pages. 
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The German-American Trade Pro- 
motion Office has just published this 
summary of the essentials of the tax 
system in the Federal Republic of 
Germany. There are eight taxes which 
concern American and Canadian citi- 
zens: income tax on_ individuals; 
income tax on corporations; trade and 
business tax; turnover tax; capital 
transactions tax; net worth tax; in- 
heritance and gift tax; and realty 
transfer tax. 


This booklet was prepared by the 
author, a New York attorney and 
CPA, in collaboration with Julius C. 
Hoffman, consul at the Consulate 
General of the Federal Republic of 
Germany in New York City. 


Virginia Law Review. Virginia Law 
Review, Clark Memorial Hall, Char- 
lottesville, Virginia. October, 1958. 
192 pages. $2. 


The October, 1958 issue of this law 
review, devoted to a symposium on 
current tax issues, presents a pre- 
election examination of pressing prob- 
lems in the federal tax system. Wilbur 
D. Mills, chairman of the House Ways 
and Means Committe, authorizing the 
preface, advocates a re-evaluation of 
existing preferences and differentials 
in our tax laws in view of the increased 
criticism of our revenue system. 


The public’s apathetic attitude over 
tax enforcement and lack of confidence 
in tax laws are the “Threats to the 
Integrity of Our Tax System,” an 
article by Mortimer M. Caplin, Uni- 
versity of Virginia law professor. 


Eight other articles, promising to 
be of great interest to professional 
tax men, include “Estate Planning in 


%? 


Our Changing Economy,” “Income 
Tax Complexities,” “Politics in Taxes” 
and “Economics in Taxes.” 
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WASHINGTON TAX TALK 


Subcommittee on Foreign Trade Policy hears positions of Treas- 
ury and of industry; Commissioner decides to follow Prunier. 


The Congress 


FN peameter pice new concept of foreign income taxation, known 
as “tax sparing” is now being followed in tax treaty negotiations 
between the United States and certain undeveloped countries, par- 
ticularly in South America and the Far East. Under this innovation 
United States corporations doing business abroad would get a tax 
credit for income taxes spared by the foreign country as part of a 
bona fide program to promote productive investment. Under present 
law or treaties now in effect a United States corporation operating 
abroad does not benefit from temporary income tax incentives and 
exemptions that developing countries may offer. Having a smaller 
tax credit, the corporation pays a corresponding higher United States 
tax. Thus, the efforts of the developing country to attract American 
capital by tax inducements are frustrated. As yet, the United States 
has no tax treaty with a foreign country which contains these “tax- 
savings” provisions. 


The United States-Pakistan tax treaty now in force contained a 
“tax sparing” feature in Article XV as originally negotiated. Article 
XV(1) provided that earnings up: to 5 per cent on certain types of 
invested capital were tax exempt’ for the first five years after the 
investment was made. The Senate Foreign Relations Committee 
recommended a reservation be made to Article XV(1), without prejudice 
to future consideration, because the Pakistani law providing for a 
waiver of tax had expired before the treaty could be ratified. 


Representatives of the Department of the Treasury and the 
Department of State reiterated the policy of the administration toward 
the “tax sparing” provisions of future tax treaties with undeveloped 
countries during their appearances before the Subcommittee on For- 
eign Trade Policy of the House Committee on Ways and Means. 
The subcommittee was told if a country believes that by giving up 
tax revenues in certain cases to serve the cause of economic develop- 
ment, the United States will agree to tax concessions but only if the 
following conditions are met: (1) elimination of unnecessary and 
inequitable tax barriers to the flow of private investment, including 
an agreement not to discriminate against American business enter- 
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prises; (2) tax-incentive laws must 
be of general application; (3) terms 
under which the tax incentives are 
available should be those provided 
in an existing law; (4) the tax incen- 
tive should be for a limited duration 
of time, and preferably limited in 
amount; and (5) the tax from which 
the exemption is granted by these 
countries must be a genuine part of 
their tax structure and not a spurious 
levy created for the occasion. 


Statement by Treasury 
Representative 


Dan Throop Smith, deputy to the 
Secretary of the Treasury, presented 
the Treasury viewpoint to the sub- 
committee. His statement follows: 


The existing tax treatment of for- 
eign income rests on the basic tenet 
that all income, irrespective of source, 
shall be taxed equally. This is achieved 
by the inclusion of foreign income in 


the tax base and by the allowance of 
a credit against the United States tax 


for the taxes imposed by foreign 
countries on income derived within 
their borders. Without a foreign tax 
credit, income from foreign sources 
would bear an aggregate tax load 
substantially above that imposed on 
domestic income. The foreign tax 
credit provision reflects the view that 
each country has a primary right to 
tax income originating within its 
borders. One effect of the provision 
is to eliminate United States tax com- 
pletely in many cases, for where a 
foreign country’s taxes are equal to 
or exceed those of the United States, 
no additional tax on income derived 
within its borders is collected by the 
United States. In other cases, the 
United States collects only small 
amounts of tax—the difference be- 
tween the foreign rate and our own. 


It may be of interest to note that 
this treatment of foreign taxes is con- 


78 January, 1959 @ 


siderably more favorable than the 
treatment accorded taxes imposed by 
the state governments. A foreign in- 
come tax (whether national or loca’) 
is treated as if it had been paid to the 
United States, but state income taxes 
are considered a cost of doing business, 
deductible from gross income rather 
than from the tax itself. It may be 
noted in passing that, for reasons that 
are largely accidental, the method of 
computing the credit for foreign taxes 
is such that income derived abroad 
through the medium of foreign sub- 
sidiaries is frequently taxed at a com- 
bined foreign and domestic rate which 
falls short of the tax rate'that applies 
to income derived from domestic busi- 
ness operations. 


The treatment of income derived 
abroad by American companies operat- 
ing through foreign subsidiaries merits 
attention. A corporation which is 
created under the laws of a foreign 
country and derives its income abroad 
does not fall within the scope of our 
tax system, irrespective of the fact 
that ownership rests in the United 
States and its management and con- 
trol is also located in the United States. 
This has been a basic feature of our 
income tax’ structure since its enact- 
ment, but it is not a universal rule 
for the tax treatment of companies. 
In some countries, a corporation that 
is managed and controlled by resi- 
dents of the country is considered to 
be a legal entity of that country and 
subject to its tax laws. This is true 
not only in the United Kingdom and 
countries influenced by British law 
but in a number of the continental 
countries as well. One result of our 
approach is that a substantial propor- 
tion of the income each year from 
investments made abroad by United 
States firms does not fall within the 
scope of our tax system. Conse- 
quently, investments through foreign 
subsidiaries benefit from whatever ad- 
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vantages foreign countries are pre- 
pared to offer by way of tax rate 
concessions, development allowances, 
accelerated depreciation, and the like. 


Despite the underlying philosophy 
of uniformity in our tax system, there 
is in our tax structure a rate differen- 
tial for certain investments abroad. 
The principal provision is the West- 
ern Hemisphere Trade Corporation 
deduction which provides a rate re- 
duction of. 14 percentage points. A 
corporation that qualifies is taxed at 
a rate of 38 per cent instead of the 
52 per cent imposed on corporate in- 
come generally. The application of 
this differential rate has spilled over 
into other activities somewhat re- 
moved from the type of enterprise for 
which the provision was originally 
intended. The combination of the 
reduced rate and the credit for foreign 
taxes means that income from the 
Western Hemisphere, even more so 
than from other parts of the world, 
produces little revenue for the United 
States government. 


The basic provisions of the tax law 
applicable to income from foreign 
sources are supplemented by a net- 
work of 21 income tax treaties which 
help eliminate tax barriers to the in- 
ternational movement of trade and 
investment. Their principal purpose 
is to set forth agreed rules of source, 
either explicitly or implicitly through 
reciprocal tax rate reductions and ex- 
emptions, which reduce the cases in 
which two countries impose tax on 
the same income without either one 
giving recognition to the tax imposed 
by the other. Let me illustrate the 
problem. While we allow a credit for 
the tax imposed by Country X on 
income derived in that country, our 
concepts of source may differ from 
those accepted in the foreign country. 
As a result there may be a flow of 
income to an American firm which is 
considered under United States law 
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to be income from sources within the 
United States, but which under the 
laws of the foreign country may be 
considered income from sources within 
its borders. Both countries would im- 
pose a tax on that income, but we 
would not allow a credit for the for- 
eign tax, since the income does not 
have its origin in that country so far 
as the United States law is concerned. 
With tax rates as they are, the com- 
bined tax burden in such a case might 
well exceed the total income involved. 
This problem arises, in greater or 
lesser degree, in connection with vari- 
ous types of international transac- 
tions, including trading activities, the 
rendition of personal services, licens- 
ing arrangements and the like. 


Tax-Sparing Credit 


Of late we have undertaken another 
step in connection with the tax treaty 
program which holds considerable 
promise of facilitating the interna- 
tional movement of investment. I re- 
fer to the credit for “tax incentives” 
or “tax sparing” which some less de- 
veloped countries have chosen to use 
as part of their programs to attract 
capital and know-how from abroad 
and to encourage reinvestment of 
profits. The tax credit mechanism de- 
signed to achieve equality of tax 
burdens operates so as to offset, to 
some extent, tax incentives granted 
by a foreign country. For, as the tax 
imposed in a foreign country is re- 
duced, whatever the reason may be, 
the amount of the tax credit allowed 
against United States tax is also re- 
duced. When the tax credit declines, 
the amount of United States tax pay- 
able tends to increase and thus to 
negate the tax reduction offered by 
the foreign country. This has been a 
source of irritation among some for- 
eign countries. Though it may not 
be desirable from the point of view 
of an ideal tax system, uniformly ad- 
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ministered, to give a credit for an 
amount of tax which has not been 
collected by a foreign government, it 
is our view that in the interest of 
foreign economic policy we should 
recognize, rather than nullify, the 
revenue sacrifices made by a foreign 
government under certain conditions. 
This question is developed more fully 
at a later point. 


From this brief sketch, it is evident 
that our tax system offers several in- 
ducements to foreign investment as 
compared with domestic investment. 
Nevertheless, various proposals have 
been made in recent years to modify 
further the United States tax treat- 
ment of income from foreign sources. 
Doubtless new ones will emerge in 
the hearings before your committee. 
By way of introduction, some of the 
main proposals that have been made 
may be listed and some of their fea- 
tures discussed. 


The suggestion that has probably 
evoked most interest in recent months 
is that there be created a special class 
of domestic corporation for tax pur- 
poses which would be permitted to 
conduct business operations abroad or 
otherwise derive income from foreign 
sources without incurring any lia- 
bility for tax in the United States 
unless and until its income is repatri- 
ated to the United States. So-called 
“base companies” can now be created 
under the laws of certain other coun- 
tries, and can, through subsidiaries 
or directly, carry on business outside 
the country of incorporation under 
favorable tax conditions. Indeed, a 
number of other countries are making 
a determined effort to attract the for- 
mation of such corporations within 
their jurisdiction. The proposal to 
create a special class of foreign busi- 
ness domestic corporations is to make 
possible the creation of a so-called 
base company under United States 
law. 
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Domestic Base Companies 


Your committee will recall that the 
administration’s tax recommendations 
in 1954 included the deferral of tax on 
income derived abroad through a 
branch of a domestic corporation. Of 
course, a domestic corporation that 
was engaged exclusively in business 
abroad would have qualified for de- 
ferral just as under the proposals 
currently under discussion. The ma- 
jor argument for such a domestic base 
company, or foreign business corpo- 
ration, or overseas trading corporation 
is that it would give some impetus to 
foreign investment without appearing 
to make any serious incursion into 
the principle that equal amounts of 
income should bear equal tax burdens. 
A supplementary argument is that 
American firms are now in a position 
to create such a company abroad and 
no sound public purpose is served by 
requiring American firms to subject 
themselves to foreign jurisdictions. It 
is argued that they should be able to 
organize such companies under United 
States law. This would at the same 
time bring under the scrutiny of our 
own tax authorities transactions that 
might otherwise go unnoticed. What- 
ever the merits of the proposal, it 
should be borne in mind that, as a 
practical matter, tax deferment is tax 
exemption to the extent that the in- 
come of a base company is not dis- 
tributed. Given the reinvestment 
policies of American firms, therefore, 
a substantial portion of profits would 
in fact be exempt for an indefinite 
period from United States tax. Atten- 
tion may also be called in passing to 
the many questions which must be 
answered if a foreign business cor- 
poration law were adopted. What 
kind of operations could such a com- 
pany engage in? Would it have to 
be engaged in business operations di- 
rectly in foreign countries, or could it 
own stock in other companies which 
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are engaged in business? If the latter, 
must it have a substantial equity in- 
terest in the foreign operating com- 
pany or could it have a_ small 
portfolio interest? Should the com- 
pany be allowed to transfer its profits 
freely from one company to another 
or from one country to another, or 
should it be required to restrict its 
investments in certain channels? In 
other words, should it be possible for 
a company deriving profits from min- 
ing in a high-risk country to invest 
excess funds in portfolio investment 
in a low-risk country. At what stage 
would its profits become subject to 
United States tax? Should this be 
when dividends are declared to a 
United States shareholder, or when it 
transfers assets to a bank account in 
the United States or invests them in 
the United States in some other way? 
If the company is to engage in oper- 
ating activities, should these activities 
be restricted in any way? Should a 
firm: which exports goods from the 
United States qualify? And if such 
an enterprise can qualify, should a 
company which manufactures for ex- 
port also qualify? If passive port- 
folio investment is to be encouraged, 
should other income flows be sim- 
ilarly treated—such as interest or 
royalties from patents and copy- 
rights? These are some of the ques- 
tions that would have to be resolved 
in connection with the enactment of 
any legislation along this line. A 
more fundamental question is whether 
enactment of this legislation would in 
fact promote the kind of investment 
flows to the regions of the world 
where United States investment couid 
do the greatest good. 


This question of how much addi- 
tional foreign investment will be gen- 
erated by a particular course of action 
applies equally to other proposals be- 


sides tax deferral. A second fre- 
quently proposed suggestion is to 
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reduce the tax rate on income derived 
from foreign sources. In its most 
extreme form, this proposal involves 
complete tax exemption for income 
derived abroad. In its more common 
form, the suggestion is that the rate 
on foreign income be reduced by 14 
percentage points, just as in the case 
of Western Hemisphere Trade Cor- 
porations. While it is often referred 
to as an extension of the Western 
Hemisphere provisions to a world- 
wide basis, the Treasury proposal of 
1954 on this subject contained certain 
important restrictions. One was that 
the corporation eligible for the re- 
duced rate could not also take a per- 
centage depletion deduction. It was 
also our recommendation that the re- 
duced rate should apply only where a 
taxpayer was engaged in an active 
business role abroad through the firm 
commitment of tangible resources. 
Passive portfolio investment did not 
appear to merit special treatment 
any more than portfolio investment 
in domestic -enterprises. To be sure, 
the risks associated with portfolio 
investment in some foreign countries 
are greater than the risks in the 
United States. But this is not uni- 
formly true in foreign countries, and 
there is also great differentiation in 
risk among domestic investments. In 
addition, foreign income eligible for 
the preferential rate was so defined 
as to exclude profits derived from the 
export of domestic goods. This was 
deemed essential to avoid giving a tax 
subsidy to exports and unfairly un- 
dermining the position of other coun- 
tries in international markets. 


These considerations apart, it 
should be noted that while a general 
tax rate reduction for foreign income 
may arouse new interest in, foreign 
investment, it may not have the in- 
centive effect that first appears. A 
reduction in the United States tax 
rate of 14 percentage points on for- 
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eign income may produce an incentive 
effect of only 7 percentage points in a 
country which has a 45 per cent tax 
rate. In a country with a tax rate of 
50 per cent, it may have the incentive 
effect of only a 2-point reduction. It 
is ironic to note in this connection 
that some of the countries most in 
need of capital both from foreign and 
from domestic sources impose taxes 
at rates that are higher than those 
in the United States. A tax reduction 
would have no impact on investments 
in such countries over the long haul, 
and if a generally applicable rate re- 
duction were adopted with these 
countries in mind, it would merely 
provide windfalls for investors in 
other countries where new investment 
may need no special stimulus. 


Uniform Application of Reduction 

In appraising a 14 per cent rate 
reduction, it is necessary to keep in 
mind that it would apply uniformly 
across the board to income from both 
old investment and new, and to all 
countries, unless made specially selec- 
tive. Tax rate reduction may have an 
effect quite opposite to that intended 
by its proponents so far as concerns 
the reinvestment abroad of income 
derived in foreign countries. If the 
United States tax rate on dividends 
from a foreign subsidiary is to be 
38 per cent, the incentive to repatriate 
profits, rather than to plow them back 
in the business venture abroad, will 
be greater than is the case today when 
a 52 per cent rate may apply to such 
income. Thus, a rate reduction, in- 
stead of promoting investment abroad, 
may have a contrary result. 

It should not be inferred from these 
comments that a general 14 per cent 
tax rate reduction might not have a 
beneficial effect on investment flows 
abroad. The foregoing comments are 
intended to bring out certain aspects 
of the problem which are often over- 
looked. 
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Another proposal which has re- 
ceived some attention in the past is 
to scrap completely the present 
method of taxing foreign income, in- 
cluding the credit for foreign income 
tax, and to levy a special corporate 
tax at the rate of, say, 5 or 10 per 
cent on such business income, whether 
in the form of dividends from a for- 
eign corporation, profits from the ac- 
tive conduct of a trade or business, 
interest, royalties, and so on. The tax 
base would be foreign income after 
the deduction of foreign taxes. De- 
pending upon the rate imposed, such 
a tax could either produce the same 
amount of revenue that we now get 
from taxes on foreign income or it 
might even provide for a modest 
increase. 


The simplicity of this proposal has 
much to commend it. Such a low flat 
rate tax would leave considerable 
scope for whatever tax inducements 
might be offered by a foreign coun- 
try to new investment. Any dollar of 
foreign tax saved would be subject 
to the United States tax but, in view 
of the low rate, the major portion of 
any foreign tax rate reduction would 
accrue to the benefit of the investor. 
All foreign income would pay some 
tax to the United States, including in- 
come which is now exempt because 
of the effect of the foreign tax credit. 
But this advantage also reveals the 
principal disadvantage of this plan. 
Since all foreign income would be 
subject to tax, profits derived abroad 
which are already subject to a tax of 
52 per cent or 38 per cent or, even, 
60 per cent would bear an additional 
tax. 


The arithmetic may be clarified by 
an illustration. Suppose that Coun- 
try X imposed a tax of 30 per cent on 
income derived within its borders. 
One hundred dollars of income de- 
rived in that country would leave $70 
available to the American investor, 
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and this $70 would be subject to the 
flat rate tax of, say, 10 per cent, or a 
liability of $7. The total foreign and 
United States tax on the $100 of 
profits would come to $37. Suppose 
the foreign tax rate were 10 per cent, 
then the combined tax on such $100 
of profit would be $10 abroad and $9 
in the United States, or a total of $19. 
If the foreign tax rate were 60 per 
cent, then the combined tax liability 
would be $60 to the foreign country 
and $4 to the United States. This 
type of tax on foreign income would 
doubtless involve a tax reduction in 
some cases, but in other instances it 
would mean an increase in the aggre- 
gate taxes now imposed. In general, 
it may be said that if the United 
States tax were fixed at 10 per cent, 
this approach would involve a tax 
reduction where the foreign tax rate 
is 46.7 per cent or lower, and would 
involve a net addition to tax where 
the foreign rate is above that figure. 
In the Western Hemisphere, the com- 
parable break-even point is 31.1 per 
cent. Whether the benefits to be de- 
rived from this approach are signifi- 
cant enough to justify its adoption is 
a matter to which your subcommittee 
will want to give careful considera- 
tion. 


One objective of the tax proposals 
under review is to make it possible 
for American firms investing abroad 
to benefit from the tax inducements 
offered by foreign governments to 
attract new capital. As previously 
noted, such inducements can now be 
taken advantage of by a foreign sub- 
sidiary engaged in business abroad 
and seeking to plow back its earnings. 
However, if a business is conducted 
abroad through a branch, or if the 
opportunity and desire to reinvest are 
lacking, then the tax incentives of- 
fered by a foreign country are offset by 
operation of our tax system. This 
problem has already been mentioned, 
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but the declaration of policy which 
the administration has made in con- 
nection with the tax treaty program 
may be repeated at this point. It has 
announced that we are prepared to con- 
sider the inclusion in tax treaties with 
less developed countries of a provi- 
sion by which recognition would be 
given to tax incentive schemes under 
so-called pioneer industries legislation 
or laws for the development of new 
and necessary industries. Briefly, 
what we are proposing is this: If a 
country believes that by giving up tax 
revenues in certain cases, it will be 
serving the cause of economic devel- 
opment, we will forego the oppor- 
tunity to increase our tax revenues 
by nullifying their concessions. How- 
ever, we would be prepared to forego 
this only under certain conditions. 
First, there should be a firm commit- 
ment to eliminate unnecessary and 
inequitable tax barriers to the flow of 
private investment in accordance with 
sound rules of taxation such as are 
generally embodied in our income tax 
treaties. This includes agreement not 
to discriminate against American 
business enterprises. Second, its tax 
incentive laws should be of general 
application, thus assuring maximum 
benefit to the economy from such leg- 
islatton. Third, the conditions and 
terms under which the tax incentives 
are available should be those provided 
in an existing law with full disclosure 
of the conditions under which they 
are granted, and with procedures for 
granting or withholding tax incen- 
tives which involve a minimum of 
administrative discretion. Fourth, 
the tax incentive should be for a lim- 
ited duration of time, and preferably 
limited in amount. Finally, the tax 
from which exemption is granted 
must be a genuine part of the coun- 
try’s tax structure and not a spurious 
levy created for the occasion. What- 
ever one may think about a credit for 
“taxes spared” as an element in an 
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ideal tax system, and there are some 
who have misgivings, it is our view 
that this is a sensible way to approach 
an issue that is of considerable im- 
portance to foreign countries and that 
has the seeds of substantial growth in 
promoting private investment abroad 
at a minimum cost. 


It may be said of the tax treaty 
program that a credit for taxes spared 
permits foreign governments to deter- 
mine the tax burden imposed on 
American firms and to vary that tax 
burden among American firms in dif- 
ferent ways. In a broad sense, this 
is quite correct. However, it is a 
charge that is equally true of any 
method of taxing foreign income 
which in any way removes income 
from the scope of the United States 
tax. It is true in large measure today 
of income derived abroad through for- 
eign subsidiaries. 


Extension of Loss Treatment 

Another suggestion which appears 
to merit careful attention would ex- 
tend the principle of the loss treat- 
ment found in the Small Business Tax 
Revision Act of 1958 to certain 
foreign corporations. Under the 1958 
legislation, losses incurred by an in- 
dividual or partnership on stock is- 
sued to the shareholder by a small 
business corporation may be treated 
as an ordinary loss within certain lim- 
its. However, only a domestic cor- 
poration can qualify as a _ small 
business corporation. You may wish 
to consider whether this limitation 
should be removed so that business 
ventures abroad conducted through 
foreign corporations could also qual- 
ify. Or conditions other than those 
applicable under the Small Business 
Tax Act might be made to apply 
where a foreign corporation was in- 
volved. This would mean that losses 
incurred in connection with business 
venture abroad would be deductible 
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from ordinary income but 


gains 
would be treated as a capital gain. 
The loss of revenue is kept to a min- 
imum by the self-interest of the in- 


vestor, while the opportunity of 
offsetting losses against other income 
might represent a significant step in 
promoting foreign investment. 


You will recall that in the case of 
certain regulated investment com- 
panies which devote more than 50 
per cent of their assets to investments 
in foreign corporations, a so-called 
“pass-through” of the foreign tax 
credit to shareholders is permitted 
which the corporation would itself be 
entitled to take if it were a taxed 
entity. The suggestion has been made 
that this pass-through of the foreign 
tax credit should be expanded to in- 
clude companies which have a smaller 
proportion of their assets in foreign 
securities. This might stimulate some 
interest in foreign investment by reg- 
ulated investment companies which 
now place their funds largely, if not 
exclusively, in domestic investment 
outlets. On the other hand, the com- 
plaint has been made that the amount 
of tax credit passed through to a 
shareholder in a regulated investment 
company which qualifies under exist- 
ing law is so small in view of the 
complexity involved that it is not 
much of an incentive to the ordinary 
shareholder. The tax credit that 
would be available in the case of a 
regulated investment company with 
more diversified investments may in- 
volve an even smaller credit and be 
correspondingly less attractive to its 
shareholders. 


Another proposal, incorporated in a 
bill introduced by the chairman of 
this subcommittee, would permit a 
domestic corporation to transfer as- 
sets without any tax consequences to 
a foreign corporation if such assets 
are connected with business activities 
conducted abroad. Such a step would 
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introduce greater uniformity of treat- 
ment as between companies that are 
engaged in business abroad through 
domestic subsidiaries or branches and 
companies engaged in business abroad 
through foreign subsidiaries which 
are controlled by a foreign holding 
company. If legislation authorizing 
a foreign business corporation of the 
type previously discussed were to be 
adopted, consideration would have to 
be given as to whether to permit the 
transfer of property to a foreign busi- 
ness corporation as if it were a tax- 
free reorganization. If it adopts such 
an approach then transfers to foreign 
corporations would presumably not 
need to be encouraged. But if the 
subcommittee does not adopt the for- 
eign business corporation device, then 
the tax-free transfer of assets to for- 
eign corporations will continue to be 
of interest to many firms. In our view 
the issue is not very different from 
that which involves tax-free reorgani- 
zations of domestic corporations. 
However, to prevent such reorganiza- 
tions from becoming avenues of tax 
avoidance through the transfer of ap- 
preciated property to a foreign cor- 
poration and the subsequent liquidation 
of the foreign corporation either tax- 
free or at capital gain rates, your sub- 
committee would want to consider 
whether the gain on liquidation or 
otherwise should be taxed at ordinary 
rates. In 1950, when the Ways and 
Means Committee was considering 
legislation relating to the liquidation 
of foreign subsidiaries, the Treasury 
then recommended such ordinary in- 
come treatment. 

Finally, I would draw your atten- 
tion to the proposal that an election 
be permitted taxpayers to choose be- 
tween the per-country limitation in 
computing the foreign tax credit and 
the over-all limitation. The _per- 
country limitation gives companies 
operating at a loss in some countries 
the right to continue to take tax cred- 
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its for the taxes paid in countries 
where they operate profitably, with- 
out having to offset for losses in the 
other countries. The over-all limita- 
tion would give companies operating 
in countries with tax rates above the 
United States rates the right to offset 
those higher taxes against income tax 
in other countries where the tax rates 
are lower than the United States 
rates. Prior to 1954, both limitations 
applied. In that year, the over-all lim- 
itation was removed to eliminate the 
tax barrier which discouraged com- 
panies from going into ventures in 
new countries where they might be 
expected to have a loss in the first 
few years. This was a sound change 
in the law. It is questionable whether 
it would .be reasonable to permit 
higher taxes than those imposed in 
the United States to be offset, indi- 
rectly, against United States taxes, as 
would be possible if the over-all limi- 
tation were now established as an 
alternative to the per-country limita- 
tion, 


The theoretical justification for the 
over-all limitation appears to be that 
taxpayer income can be separated into 
two brackets, one of which includes 
domestic income only and the other of 
which includes foreign income only. 
One may doubt whether this type of 
separation is indeed a valid one. 
There would seem to be little in com- 
mon between income derived in 
Canada or the United Kingdom and 
income derived in Iran. In any event, 
if such a dichotomy were to be 
adopted, consistency would require 
the elimination of the per-country 
limitation and, indeed, of the deduc- 
tion of foreign losses from domestic 
income. Moreover, the need for mak- 
ing the choice involved in this pro- 
posal seems largely to have disappeared 
as a result of the recent legislation 
allowing the carry-over of foreign 
tax credits. 
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This list of tax proposals to pro- 
mote private foreign investment is 
likely to be expanded by subsequent 
witnesses before your subcommittee. 
As you may know, there are several 
groups in the executive branch of the 
government giving intensive study to 
various proposals. It is our hope that 
these hearings will assist in this pur- 
pose. The Treasury Department will 
be glad to cooperate with the sub- 
committee in whatever way it can in 
the further work in this area. 


Position of New York Board of Trade 
and Federal Tax Forum 

Paul D. Seghers, New York attor- 
ney and president of the International 
Section of the New York Board of 
Trade, and of the Federal Tax Forum, 
presented the views of these organiza- 
tions in the following testimony : 


We heartily concur in the published 
views of the chairman of this Foreign 
Trade Policy Subcommittee as to the 
vital role of trade and business activ- 
ities of our nationals abroad in achiev- 
ing certain national goals. One of 
these goals undoubtedly is closer and 
stronger ties of friendship between 
our country and our neighbors in a 
fast-shrinking world. 


We believe that more can be ac- 
complished in this direction by en- 
couraging mutually advantageous 
commercial relations in an atmos- 
phere of free enterprise, than by any 
other means. In view of the extremely 
high United States tax rates and 
double taxation of all corporate 
profits, there is no more effective 
incentive to United States business to 
operate abroad than the lightening of 
the burden of United States taxes on 
income earned outside the United 
States. 


This sorely 


encouragement is 
needed by United States taxpayers 
earning income abroad, to counteract 
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the discriminatory handicap under 
which they labor in competition with 
business enterprises owned by citi- 
zens of other countries which do not 
tax, or tax at greatly reduced rates, 
income earned outside their borders. 


The most effective way to encour- 
age increased United States productive 
and distribution business operations 
abroad is for the United States not to 
tax the income from such operations. 
This would cost the Treasury little 
loss in actual tax revenue, as a larger 
and larger proportion of the tax com- 
puted each year on such income rep- 
resents mo revenue to the Treasury, 
being absorbed by the foreign tax 
credit instituted by Congress as a 
means of eliminating what would 
otherwise be ruinous double (or, actu- 
ally, triple) taxation. The longer Con- 
gress postpones making the basic 
change we propose, the greater will 
be the amount of foreign taxes levied 
on United States taxpayers operating 
abroad and the greater the Treasury's 
over-all loss of tax revenue. 


Whatever increases productive and 
distribution activities of United States 
business in other countries, tremen- 
dously benefits their economies, raising 
their standards of living, increasing 
their purchasing power and creating 
foreign exchange enabling them to 
purchase more of the products which 
United States industry must sell 
abroad to maintain full domestic em- 
ployment. It also increases the de- 
mand in such countries for United 
States technical “know how,” trained 
personnel and modern equipment. 
Such an interchange of benefits 
strengthens the bonds of mutual self- 
interest wh_-ch constitutes the most 
lasting basis of genuine friendship 
and cooperation between our country 
and its neighbors. 


Surely, the benefits thus obtained 
would fully justify the relatively 
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small loss in revenue to the United 
States Treasury which this change 
would entail, and by limiting this tax 
incentive to United States corpora- 
tions, our Treasury would still collect 
at least one income tax, at high sur- 
tax rates, when profits earned abroad 
are brought home and distributed as 
dividends. 


The method we propose would re- 
move the discriminatory tax burden 
to which United States business is 
subjected in conducting operations in 
other countries. We do not refer to 
unfair taxation of United States busi- 
ness by other countries—we refer to 
the competitive handicap imposed by 
our government in taxing our own 
nationals on income earned by them 
outside our borders, where they must 
compete with nationals of other coun- 
tries who are allowed by their govern- 
ments to operate abroad free, or 
partly free, of tax on such income 
until it is brought home and dis- 
tributed. This competitive handicap 
on our people is not the only difficulty 
to be overcome by them in operating 
in other countries—there are many 
others. Removal of this United States 
tax handicap would, however, afford 
encouragement to United States busi- 
ness to operate and to expand opera- 
tions abroad, thereby furthering one 
of the vital objectives of our national 
policy. 


United States business operating in 
other countries brings to them our 
technical know-how and management 
skills, as well as modern, efficient 
productive equipment and, at least, a 
leavening of United States-trained 
personnel. This profits the economies 
of both countries. The countries in 
which the operations are conducted 
get needed products and services, 
stimulation of trade and of related 
and secondary industries and result- 
ing higher standards of living. Our 
country benefits, materially, not only 
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from the profits ultimately brought 
home and taxed, and the sales of 
equipment, materials and goods of all 
kinds but also through increased 
purchasing power in the countries in 
which such operations raise standards 
of living and result in improved for- 
eign exchange position. 


However, our statement is not in- 
tended to elaborate on the benefits 
which flow from expanded commer- 
cial relations between our country 
and the other countries of the free 
world. These benefits are so obvious 
as to require little discussion and are, 
in fact, quite generally recognized and 
appreciated. What this statement 
seeks to accomplish is to make clear 
the way in which United States busi- 
ness can be encouraged to increase 
operations abroad through the re- 
moval or lightening of the burden of 
United States tax on income earned 
from such operations. 


Recommendation Restated 


How can these results best be ob- 
tained? We restate our recommenda- 
tion: No United States tax on 
business income of United States 
corporations earned outside’ the 
United States. 


Such income is taxable in the coun- 
try in which earned and, even after 
the change we recommend, our gov- 
ernment would still tax such income 
at high surtax rates when distributed 
to the individual stockholders of such 
United States corporations. 


As stated in the Final Declaration 
of the Forty-fifth National Foreign 
Trade Convention (November 19, 
1958) : 


“ee 


tax equality for United States 
private enterprises operating abroad 
can be achieved only if our Govern- 
ment recognizes that tax liability for 
foreign source income should be 
measured by the effective tax burdens 
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imposed by the foreign government, 
and if our Government imposes no 
further burden.” 


Our recommendation could be 
adopted very simply by providing for 
the exclusion from taxable income of 
United States corporations of all “in- 
come from sources without the United 
States.” The quoted phrase has long 
been a part of our income tax law, 
and its use for this purpose would 
present no novel problems. 


This change would at once elim- 
inate the need for all the existing 
complex foreign tax credit provisions 
of our Internal Revenue Code with 
respect to business income of United 
States corporations earned abroad. 
We are convinced that it would be 
far less costly, in proportion to its 
value to the economies of the United 
States and the countries with whom 
we deal, than any form of direct for- 
eign aid. 


We likewise believe that the result- 


ing temporary direct loss of tax rev- 


enue to the Treasury would be 
relatively low, because the Treasury, 
year after year, actually collects a 
smaller and smaller proportion of the 
total United States tax computed on 
income from foreign sources. This is 
due to the fact that foreign countries 
are constantly increasing their own 
income tax rates, to the point where 
the credit allowed to United States 
taxpayers with respect to such foreign 
tax absorbs and eliminates, to a 
greater and greater extent, any rev- 
enue to the Treasury from tax on such 
income. 


We are not in a position to furnish 
statistics on this very significant point 
—that is, the percentage of United 
States income tax, otherwise payable 
with respect to foreign-source income 
of United States corporations, not 
collected by the Treasury in each of 
the past five years by reason of the 
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foreign tax credit, but we believe that 
the percentage of such tax actually 
collected by the Treasury has become 
less year by year. Your committee 
undoubtedly will, or already has, 
studied these statistics, available from 
the Treasury, as ‘they are essential to 
reach a conclusion as to the desir- 
ability and tax cost of adopting our 
basic recommendation—the complete 
elimination of United States tax on 
business income of United States cor- 
porations earned abroad. 


The basic change in our tax system 
we recommend would cure the pres- 
ent unhealthy situation in which for- 
eign governments are now encouraged 
to increase their own income tax rates, 
knowing that the United States 
Treasury, and not United States- 
owned businesses operating in such 
countries, will, under the present 
United States tax system, bear the 
ultimate burden of any such increased 
taxes levied by them on the income 
of such businesses. 


With the correction of this condi- 
tion, the governments of underdevel- 
oped countries would have both the 
possibility and a greater inducement 
to offer tax incentives of genuine, 
long-range benefit to United States 
businesses undertaking industrial de- 
velopment or carrying on other busi- 
ness operations in such countries. 
The longer Congress postpones mak- 
ing the basic change we propose, the 
greater will be the amount of foreign 
taxes levied on United States taxpay- 
ers operating abroad-and the greater 
the over-all loss of tax revenue by the 
Treasury. 


Finally, we believe that there are 
few who would disagree with our 
conclusion that any measure which 
increases the volume of activities and 
income of United States-owned busi- 
nesses abroad, will produce increased 
tax revenue for the Treasury by in- 
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creasing the volume of related United 
States business and profits. 


Our fundamental recommendation 
—elimination of United States tax on 
income of United States corporations 
from business activities outside the 
United States—has heretofore been 
presented in statements submitted by 
the Federal Tax Forum to the Com- 
mittee on Ways and Means in Sep- 
tember, 1953; March, 1954; and 


January, 1958; and to the Senate Fi- 
nance Committee in April, 1954. 


There has been much discussion of 
legislation to provide for a new form 
of United States “Foreign Business 
Corporation,” comparable to the for- 
mer “4-k” Canadian corporation (the 
present Canadian “Foreign Business 
Corporation”) and the United King- 
dom “Overseas Trade Corporation.” 
Such legislation might be desirable, 
for tax administrative reasons, but 
the result would, or at least should, 
be the same as under our basic recom- 
mendation: No United States tax on 
business income earned abroad, until 
such income is distributed to the indi- 
vidual stockholders. For Congress to 
attempt to afford, by means of such 
“foreign business corporations,” the 
desired tax incentive to United States 
business operating abroad, and yet to 
collect United States tax on the in- 
come of such corporations before it is 
distributed to the individual stock- 
holders, would result in endless com- 
plexities (with inevitable concurrent 
attempts to postpone the tax), and 
greatly decrease the effectiveness of 
the method as a means of encouraging 
United States business activities 
abroad. 


Alternative Recommendations.—All 
those concerned with our national 
welfare are agreed on the value and 
desirability of improving and strength- 
ening friendly relations with other 
countries by encouraging United 
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States business to increase its activ- 
ities abroad in commerce and industry 
—all hope that no difference of opin- 
ion as to the means of attaining it 
will again prevent Congress taking 
any step towards its accomplishment. 
We believe the method we have pro- 
posed to be the simplest, most eco- 
nomical and most effective method of 
accomplishing that objective. 


The 14-point tax reduction pres- 
ently afforded United States corpora- 
tions under the Western Hemisphere 
Trade Corporation provisions of the 
Internal Revenue Code might be ex- 
tended to income from world-wide 
activities, including in the definition 
of such income, royalties, technical 
assistance compensation, dividends 
and other payments to United States 
corporations by foreign subsidiaries 
out of income derived by them from 
activities abroad. 


While this would leave in effect the 
present system of United States taxa- 
tion of income from foreign sources, 
with its complicated foreign tax credit 
provisions, it might be considered by 
some to be more desirable because of 
a widespread feeling that the loss of 
tax revenue to the United States 
Treasury might be less as a result of 
extension of the Western Hemisphere 
method than under our basic recom- 
mendation, and, at the same time, it 
would afford some incentive to in- 
creased world-wide activities of United 
States business. 


Another alternative method which 
would be helpful in accomplishing the 
desired objective would be to extend 
the 85 per cent dividends-received 
credit to include dividends received 
from foreign subsidiaries, to the ex- 
tent paid out of income from foreign 
business operations of such subsidi- 
aries, or subsidiaries of such subsidi- 
aries. This method would likewise 
leave all such dividend income 
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(earned abroad) subject to at least 
one United States income tax—when 
distributed to individual stockholders 
or foreign corporations—in addition 
to the immediate taxation of at least 
15 per cent of such dividends. 


Still another alternative method 
would be to defer United States income 
tax on income earned abroad, to the ex- 
tent that such income is and remains 
employed abroad in the form of work- 
ing assets. This would serve as an 
incentive to operations and to em- 
ployment of capital abroad, yet tax 
such income when brought home. 


In connection with any of the fore- 
going alternatives to our basic rec- 
ommendation, we strongly urge the 
adoption, preferably by statute, of the 
principle of allowing credit against 
United States income taxes for for- 
eign taxes forgiven by foreign coun- 
tries as an incentive to industrial 
development therein, which principle, 
prior to its elimination by the Senate, 
was reflected in the tax convention 
between the United States and Pak- 
istan. 


Other Recommendations.—W hether 
or not our basic recommendation is 
adopted, we believe that the amend- 
ments of Internal Revenue Code Sec- 
tions 367 and 1492, as proposed in 
H. R. 12368, introduced by your 
chairman in the Eighty-fifth Congress, 
are urgently needed and should be 
enacted. 


The reasons why these amend- 
ments are needed to correct unin- 
tended discriminatory treatment of 
certain United States taxpayers en- 
gaged in business operations abroad, 
as compared with other such taxpay- 
ers, have been clearly stated by the 
chairman of your subcommittee in his 
November 19 address before the tax 
the Forty-fifth National 
Foreign Trade Convention. We heart- 
ily endorse these views and_ the 


session of 
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proposed amendments, which we un- 
derstand will be reintroduced by 
Congressman Boggs in the coming 
Eighty-sixth Congress. 


We also recommend that, if a dis- 
tinction is to be drawn between “busi- 
ness income” (or “income from the 
active conduct of a trade or busi- 
ness’) and other income “from sources 
without the United States,” that the 
definition of such “business” income 
include income in the form of royal- 
ties, interest and dividends, where 
paid to a United States corporation 
out of profits earned abroad by a sub- 
sidiary or sub-subsidiary of such cor- 
poration. This is essential, in order 
to avoid exalting form over substance 
by making United States taxation of 
income from operations outside the 
United States depend upon the forms 
of corporate organization rather than 
the substance of the operations actu- 
ally creating such income. 


We have stated above that the de- 
termination of what is “income from 
sources without the United States” 
presents no new or novel problems. 
This is literally true—this phrase or 
its equivalent has been a part of our 
income tax law for much longer than 
a quarter of.a century, and so many 
problems have arisen in its interpreta- 
tion and administration, that it can 
hardly be said to present problems 
which involve any new or novel prin- 
ciples. However, difficult, and often 
baffling, problems still arise when it 
becomes necessary to apply these 
principles in an effort to determine 
how much, if any, “income from 
sources without the United States” 
has resulted, or will result, from a 
specific set of facts or contemplated 
transactions. 

A line must be drawn somewhere, 
if Congress is unwilling to treat all 
income resulting from sales of goods 
to or for buyers outside the United 
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States as “income from sources with- 
out the United States.” And wher- 
ever that line is drawn, it is a foregone 
conclusion that taxpayers, seeking to 
obtain the maximum tax benefits, will 
continue to find difficult and baffling 
problems in the determination of just 
where that line falls—that is, the 
place or source of income from sales 
of personal property sought to be 
classed as being derived from sources 
outside the United States. We make 
no recommendation in this regard at 
this time. 


Tax relief for income arising from 
the manufacture in the United States 
of goods for foreign consumption is, 
we believe, very desirable from the 
viewpoint of our domestic economy, 
especially as a means of encouraging 
small business to produce goods for 
export. A reduction in the tax on 


such income would be of great assist- 
ance in enabling our products to com- 
pete abroad on a more equal footing 


with goods produced in other coun- 
tries with lower-cost labor and gov- 
ernment aid of various kinds. We 
favor such tax relief, but are not urg- 
ing it at this time. Our present rec- 
ommendations are directed primarily 
towards incentives to United States 
business to expand its activities 
abroad, by removing the burden of 
United States tax on income earned 
abroad by commercial and industrial 
activities conducted abroad. 


The Commissioner 


IRS accepts courts’ stance on stock- 
redemption, key-man insurance prem- 
iums.—The decisional triumverate of 
Prunier, Casale and Sanders v. Fox has 
been accepted by the Internal Rev- 
enue Service, and holders and benefi- 
ciaries of most company-financed 
key-man and _ stock-redemption life 
insurance policies can now relax. The 
Service announced on December 8, in 


T. I. R. No. 115, that it will follow 
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the decisions of the First, Second and 
Tenth Circuits. In revealing its deci- 
sion the Service said that in each case 
the court held that the effect of the 
payment of premiums by the corpora- 
tion was merely a conversion of cash 
into another corporate asset, an insur- 
ance policy, and that this did not 
result in taxable income to the indi- 
vidual employee-shareholders. In 
Casale v. Commissioner, 57-2 ustc 
{9920 (CA-2), the corporation had 
purchased a combined life and annu- 
ity insurance policy to fund a deferred 
compensation contract, but retained 
the right to change the beneficiary. 


In the other cases, Prunier v. Com- 
missioner, 57-2 ustc § 10,015 (CA-1), 
and Sanders v. Fox, 58-1 ustc § 9415 
(CA-10), the insurance was taken out 
by the corporations to fund stock re- 
demption plans, and the stockholders 
had the right to designate the benefi- 
ciaries. The Commissioner’s position 
had been in these cases that the premium 
payments constituted taxable income 
to the employee-stockholders. 


Instructions for Small Business 
Corporation tax forms clarify two 
points.-The Service has _ released 
Form 1120-S, the United States Small 
Business Corporation Return of In- 
come, and Schedule D (Form 1120-S), 
Gains and Losses from Sales or Ex- 
changes of Property. Two points are 
clarified in the instructions: First, 
some of the dividends distributed by 
an electing corporation may be eligi- 
ble for the dividends received exclu- 
sion and credit, and would be reported 
in Schedule A (in the instructions for 
Form 1040 it is simply said that the 
shareholder’s share of its income, dis- 
tributed or not, would be shown in 
Schedule H, except for the capital- 
gain items to be shown in Schedule 
ID). Second, an electing corporation 
cannot take the special 20 per cent 
first-year depreciation allowance on 
more than $10,000 cost of property. 
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F THIS NEW CASE, Judge 

Fisher says that “the over-all 
story as presented in the record reads 
like a paperback mystery novel (ex- 
cept that there is no butler upon whom 
our suspicions may be cast).” The 
decision involved about $250,000 of 
unreported income over a period of 
seven years. It began with a friend- 
ship between two women who, as far 
as the world was concerned, where 
poor and unobtrusive. At the begin- 
ning of the friendship one woman was 
poor and the other, an eccentric re- 
cluse with more money than she knew 
what to do with. Over the years the 
eccentric recluse “gave” various large 
sums of money to the other woman. 
The other woman claims she didn’t 
report these amounts as income be- 
cause she was holding them in trust 
for the unnamed beneficiaries of the 
eccentric. The Commissioner became 
suspicious when the “poor” woman 
became a one-half owner of an em- 
ployment agency, worked as owner 
and manager of about 11 hamburger 
stands, and had four Chryslers and 
three Cadillacs, and when her scale 
of living appeared to be far above 
mere subsistence. Judge Fisher re- 
marked: “This situation might well 
be said to illustrate the old adage 
‘charity begins at home’.” The Com- 
missioner contended, and Judge Fisher 
upheld him, that the $250,000 in dis- 
pute was paid for the performance of 
various services.—Luerana Pigman, 


CCH Dec. 23,241, 31 TC —, No. 37. 


The term “gross income” includes 
“all income from whatever source de- 
rived” and the Code enumerates 15 of 
the more common items of income. 
A person holding someone else’s money 
as a conduit for the purposes of an- 
other must be able to establish that 
the money is the income of another 


92 January, 1959 °®@ 


person; and as Judge Fisher points 
out in Pigman case: “... the primary 
issues presented to us are factual and 
the question of credibility is of par- 
amount significance.” 


Amounts received as an agent of 
another are not includable in gross 
income. An attorney doesn’t have to 
report amounts advanced to him by 
the clients, but books are kept accu- 
rately so that an examining IRS man 
may determine the income of the at- 
torney and the moneys he holds as 
agent. 


HE IRS thinks that perhaps the 

public can do more than the Serv- 
ice can in policing charitable exemp- 
tions. It will make public approved 
applications and the supporting papers 
in regard to the federal income tax 
exemptions, Outside of Washington 
a copy of an approved application will 
be open for public inspection in the 
offices of the district directors where 
they are filed. Certain information 
will be withheld: (1) information 
which if disclosed would adversely 
affect national defense and (2) trade 
secrets, patents, processes, etc., of the 
exempt organization. If you want to 
inspect the request for exemption filed 
by some educational, charitable or 
other organization described in Sec- 
tion 501(c)(d), specify the name and 
address of the organization. Take 
notes but no photographs and no re- 
productions. You cannot look over 
the whole stack of applications on the 
same day. 


HERE MIGHT be hearings in 

February by the House Ways and 
Means Committee on partnerships and 
on corporate distributions. Final re- 
ports of the House Advisory Groups 
on Subchapter K and C offer proposed 
amendments to the Code in this area. 


TAXES — The Tax Magazine 





SUPREME COURT AND CARVED-OUT OIL PAYMENTS— 
Continued from page 62 


Because of the public importance 
of the question involved, the Supreme 
Court granted certiorari ® in the Lake, 
Fleming, Weed, Wrather, and O’Con- 
nor cases. As many tax men antici- 
pated (or feared) the Court agreed 
with the Treasury, reversed the court 
of appeals, and held that the proceeds 
from carved-out oil (and sulfur) pay- 
ments constitute ordinary income, 
subject to depletion. In the Fleming 
case, the Court also held that a 
carved-out oil payment does not qual- 
ify under the provision *° permitting 
the tax-free exchange of property held 
for productive use or investment for 
property of like kind to be so held, 
because its effect under the tax laws 
is a transfer of future income and 
because oil payment assignments are 
not conversions of capital investments 
still unliquidated. 


It is important to note that the 
government attacked only carved-out 
oil payments and the Supreme Court 
cited the Treasury rulings mentioned 
above. I. T. 4003 contained language 
which the Court deemed worthy of 
quotation, as follows: 


“After careful study and consid- 
erable experience with the applica- 
tion of G. C. M. 24849, supra, it is 
now concluded that there is no legal 
or practical basis for distinguishing 
between short-lived and long-lived 
in-oil payment rights. It is, there- 
fore, the present position of the 
Bureau that the assignment of any 
in-oil payment right (not pledged 
for development), which extends 
over a period less than the life of 
the depletable property interest 
from which it is carved, is essen- 
tially the assignment of expected 


* 353 U. S. 982. 
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income from such property interest. 
Therefore, the assignment for a 
consideration of any such in-oil pay- 
ment right results in the receipt of 
ordinary income by the assignor 
which is taxable to him when re- 
ceived or accrued, depending upon 
the method of accounting employed 
by him. Where the assignment of 
the in-oil payment right is donative, 
the transaction is considered as an 
assignment of future income which 
is taxable to the donor at such time 
as the income from the assigned 
payment right arises. 


“Notwithstanding the foregoing, 
G. C. M. 24849, supra, and I. T. 
3935, supra, do not apply where the 
assigned in-oil payment right con- 
stitutes the entire depletable inter- 
est of the assignor in the property 
or a fraction extending over the 
entire life of the property.” 


The second quoted paragraph in- 
dicates clearly that proceeds from the 
sale of a retained oil payment, a ver- 
tically -cut fraction thereof, or the 
“tail end” portion of a horizontally 
cut oil payment, are subject to capi- 
tal gains treatment. Thus, the A-B-C 
deal will continue to be the most 
advantageous method (from a tax 
standpoint) of buying oil properties 
in most situations. 

Inspired by the Supreme Court 
opinion in Lake, the Natural Resources 
Section has taken a new position on sales 
of oil properties where the seller re- 
serves an interest which will not com- 
mence until the happening of a future 
event (not yet approved by the Chief 
Counsel’s office, but some members 
thereof concur). The following ex- 
ample will serve as a framework 


” 1939 Code Sec. 112(b) (1), 1954 Code Sec. 
1031. 
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within which to discuss this proposed 
Treasury position: A _ sells an oil 
property to B for $100,000; but, as 
soon as B-recovers $100,000 from pro- 
duction, the property reverts to A 
until he recovers $50,000, after which 
the property passes permanently to B. 


Under G. C. M. 22730 ™ the $100,000 
cash payment was accorded capital 
gains treatment. The Natural Re- 
sources Section now would allocate 
the $100,000 between the “carved-out”’ 
portion of the oil conveyed and the 
“ultimate remainder” portion, and tax 
only the latter as capital gain. This 
allocation would be based on relative 
fair market values at the time of, the 
sale, which values might be difficult 
to ascertain, and probably would re- 
sult, in most cases, in most of the 
cash payment being treated as ordi- 
nary income. The basis of the prop- 
erty would be allocated among the 
right to receive $100,000, the right to 
receive $50,000, and the ultimate re- 
mainder in proportion to their relative 
fair market values. 


Because of disagreement between 
the parties as to the amount of the 
reserves, inability to obtain adequate 
financing, and so on, it frequently is de- 
sirable to arrange an A-B-C deal with 
more than one oil payment. There is 
no tax problem if they pay out simul- 
taneously. In a private ruling, dated 
May 15, 1956, the Treasury approved 
the sale by Houston Oil Company of 
Texas of all its oil properties to 
Atlantic Refining Company for $75, 
000,000, subject to concurrent oil pay- 
ments in the amount of $58,000,000 
and $67,000,000, which later were sold 
to unrelated parties. Subsequently 
the Treasury ruled privately that all 
three of the above sales qualified for 
nonrecognition under 1954 Code Sec- 
tion 337, 


In order to qualify under Section 
337, the transactions had to be sales 


* 1941-1 CB 214. 
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of property, not ordinary income sub- 
ject to depletion. Unfortunately, the 
above transaction differs in two par- 
ticulars from the situations discussed 
below. Houston sold both oil pay- 
ments, and the two oil payments ran 
concurrently. Thus, even if it had 
kept one, the transaction would have 
been analogous to a vertically cut oil 
payment. 

The only case involving oil pay- 
ments which did not pay out simul- 
taneously was Witherspoon, where 
the taxpayers sold oil properties for 
$400,000, reserving oil payments for 
$475,000 and $800,000, payable con- 
currently out of different percentages 
of the oil (approximate payout peri- 
ods three and nine years, respectively ). 
The $475,000 oil payment simultane- 
ously was sold to a third party. 

The Treasury, in effect, contended 
that the taxpayers reserved one 
$1,275,000 oil payment, out of which 
they carved out the $475,000 oil pay- 
ment. This is similar to the gov- 
ernment contention that when an 
operator assigns a working interest, 
retaining an overriding royalty and 
an oil payment, he has retained only 
one property (a diminishing royalty), 
so that proceeds from simultaneous 
or subsequent sale of the oil payment 
constitute ordinary income, subject to 
depletion. 


The Court held that the taxpayers 
were entitled to capital gains on the 
sale of the $475,000 oil payment be- 
cause they intended to reserve two 
separate interests and because, even 
if there were only one reservation, 
the portion assigned ($475,000) was a 
substantial portion of the total 
($1,275,000). The substantial portion 
doctrine enunciated in the Hawn case 
subsequently was overruled by the 
Lake case, which held that carved-out 
oil payments, however substantial, 
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constitute ordinary income, subject to 
depletion. Thus, the only ground re- 
maining for the Witherspoon decision 
was the intention to reserve two sep- 
arate oil payments. 


It is unfortunate that the multiple 
oil payments do not always pay out 
simultaneously. A common transac- 
tion is as follows: 


A sells certain oil and gas prop- 
erties to C for $5,000 in cash, re- 
serving a $75,000 oil payment and a 
$40,000 oil payment, each payable 
out of 80% of production. The sec- 
ond oil payment will not commence 
until (1) the first oil payment has 
paid out and (2) thereafter C has 
received $16,250 from 100% of pro- 
duction. In other words, $110,000 
must be produced before the second 
oil payment commences. Immedi- 
ately after the sale to C, A sells the 
first oil payment to B for $75,000. 
When the second oil payment is 
about to commence, A may sell it. 


Under the new position, the $5,000 
cash payment would be accorded cap- 
ital gains treatment; but the $75,000 
oil payment would be deemed to be 
the “front end” of the one large oil 
payment. The Treasury would con- 
tend that, although the owner of 
property may create separate interests 
therein by conveying to different per- 
sons, he cannot so create separate 
interests by reserving them when con- 
veying part of the property to another 
person. That is, as a matter of law, 
despite the intention to create sep- 
arate interests, all the owner can do is 
as one interest—the differ- 
ence between what he had and what 
Thus, since A would 
have only one reserved interest, the 
$75,000 would be treated as a carved- 
out oil payment. If the $40,000 oil 


payment subsequently is sold, this 


reserve 


he conveyed. 


transaction would be accorded capital 
gains treatment. 


Carved-Out Oil Payments 


The Treasury contention also would 
apply to any alternative version of 
this two-oil-payment A-B-C deal, 
such as the following: A sells the 
properties to B for $80,000, reserving 
a $40,000 oil payment payable out of 
80% of production, commencing after 
$110,000 has been received from 100% 
of production. B then sells the proper- 
ties to C for $5,000, reserving a $75,000 
oil payment payable out of 80% pro- 
duction. 


Under the new position, the $80,000 
payment would be split into two por- 
tions on the basis of relative fair 
market values. One portion would be 
treated as a carved-out oil payment; 
the other, as the sale of the working 
interest. Although the allocation 
might be difficult, if said fair market 
values were established to be $75,000 
and $5,000, respectively, only $5,000 
would be accorded capital gains treat- 
ment. 


This new position has not yet been 
adopted officially by the Treasury. In 
connection with the intention test 
upon which Witherspoon is grounded, 
the author can think of no way in 
which such intention could be evi- 
denced more clearly, or in which the 
interests could be made more discrete, 
than to have a hiatus between the 
payout of one and the commencement 
of the second, as in the transactions 
discussed above. The Treasury, of 
course, takes the position that inten- 
tion is immaterial, that as a matter 
of law only one oil payment can be 
reserved. Even though it is doubtful 
that the government could contend 
successfully that two oil payments, 
with a hiatus between them, consti- 
tute a single property, taxpayers who 
are unwilling to litigate may be dis- 
couraged from attempting multiple 
oil paymcat A-B-C deals. 


Although the from a 
carved-out oil payment are treated as 
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Assume that the gross income from a property is $50,000, the lifting costs 


are 


$27,000, and the taxpayer is in the 65% bracket. 
the tax on this income will be $7,475; 


If nothing is done, 
but if a $10,000 oil payment is sold, 


the tax will be increased only $3,250, as is computed below. This results 
in an effective tax rate on the oil payment of only 32“%%. 


Oil runs aR bl 
Sale of oil payment........ 


Gross income from property 


RCE CONN ete Ri cits dace toes ies > > S2 


Taxable income before depletion 


Depletion: 
Limited to 50% of ae: 
27%4% of $60,000 


Taxable income 
Tax rate 


Tax 


ordinary income, subject to depletion, 
it still may be advantageous to sell 
such oil payments under certain cir- 
cumstances. When the development 
and/or lifting costs on a property are 
heavy, so that percentage depletion 
is limited to 50% of taxable income 
from the property,” instead of 271%4% 
of gross income,” the sale of an oil 
payment will raise the ceiling on the 
depletion deduction, and prevent de- 
pletion from being wasted, with the 
result that the proceeds from the sale 
will be taxed at favorable rates. This 
may be illustrated by example above. 


Similarly, a taxpayer who has made 
charitable contributions in excess of 
the maximum deductible ** may in- 
crease his adjusted gross income, and 
thus the percentage limitations on 
contributions, by selling an oil pay- 
ment. This may decrease the medical 
expense deduction ** slightly ; but the 
“floor” percentages are only 1% and 
3%, as compared to a maximum 
“ceiling” of 30% in the case of the 
contributions deduction. 


should be noted that the 
rulings mentioned above, 


* 1954 Code Sec. 613(a). 
* 1954 Code Sec. 613(b) (1). 
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which the Supreme Court cited, spe- 
cifically excepted oil payments 
pledged for development. Under 
G. C. M. 22730, such transactions are 
viewed as sharing arrangements, not 
taxable events. 


Thus, where an operator assigns an 
oil payment to a contractor in ex- 
change for drilling a well, or to a 
supply house in exchange for equip- 
ping it, no gain or loss is recognized. 
The contractor’s or supply house’s 
costs are not deductible ; they become 
the basis of the oil payment. Sim- 
ilarly, when an operator sells an oil 
payment and agrees to use the pro- 
ceeds to develop the property from 
which the oil payment is carved, he 
has no taxable income, except to the 
extent that the proceeds exceed the 
amount he expends. The operator, of 
course, gets no deduction for intan- 
gible drilling and development costs 
or depreciation of equipment, because 
he has spent nothing. 


The Supreme Court has closed what 
the Treasury considered to be a loop- 
hole, but that it has left ample room 
for legitimate tax planning. 

[The End] 


* 1954 Code Sec. 170(b). 
* 1954 Code Sec. 213. 
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Meetings of Tax Men 


Federal Bar Group.—The Federal 
Bar Association of New York, New 
Jersey and Connecticut will begin a 
series of four tax luncheons on Jan- 
uary 13. The luncheons are open to 
the public and will be held at the 
New York University Club, 123 West 
Forty-third Street, New York City. 
The fee is $15 for the series, $4 for 
individual meetings. Dates, topics and 
speakers for the luncheons are as 
follows: 

January 13: “Pre-Deadline Look at 
the Pseudo-Corporation,’ Leon Gold, 
directing editor, Federal Tax Depart- 
ment, Research Institute of America, 
Inc. 

February 10: “Federal Tax Legis- 
lation in 1959,” David A. Lindsay, 
assistant to Secretary of Treasury, 
Washington, D. C. 

March 10: “Tax Aspects of Sale- 
Leasebacks and Leasing in Real Es- 
tate and Equipment Transactions,” 
Harvey Greenfield, chairman, Federal 
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Legislation Committee, Real Estate 
Board of New York. 

April 21: “The Collapsible Corpo- 
ration Problem Under the 1958 Act 
and Recent Court Decisions,” Robert 
Anthoine, professor of law, Columbia 
University. 

Checks for reservations for the series, 
made payable to the bar association, 
should be sent to Langdon Day, sec- 
retary, c/o Sullivan and Cromwell, 
48 Wall Street, New York City. 


Chicago Tax Club 
Elects McQueen 

The Chicago Tax Club, an organ- 
ization of 272 corporate tax men in 
the Chicago area, has elected J. Wilton 
McQueen, assistant treasurer of the 
Brunswick-Balke-Collender Company, 
as its president for 1959. 

Other officers elected include Joseph 
C. Hodges, first vice president ; Albert 
L. Seidel, second vice president ; Charles 
R. Barton, secretary; and Hans W. 
Stadtlander, treasurer. 
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CCH, PrRropuUCcTs 


Just What Every Subscriber 
Needs 





® 


TAXES—The Tax Magazine 
Binder 


CCH PRODUCTS COMPANY 
4025 W. Peterson Ave., Chicago 46, IIl. 
Send Binders for TAXES—The Tax 


Magazine with window labels for the fol- 
lowing years 


Price, $2.50 Each 


C]) Remittance herewith ~} Send bill 


Signature & Title 


Firm 


Attention 


Street & Number . 


193— 1053 


City, Zome & State ... 1.1... cece ceceeeeeees eee 


If ordering by letter or purchase order, 
please attach this card. 
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Keep Your TAXES—The Tax 


Magazine on File... 


Have a Wealth of Information 
at Your Fingertips 


It’s important to be able to find an article when 
you want it . . . when you need it quickly. 


That’s why it’s a good idea to keep your copies 
of TAXES in a handy CCH Binder—designed espe- 


cially to hold the issues securely and in place. 


There’s plenty of room—each binder holds twelve numbers. 
Any copy may be inserted or removed easily, smoothly. It’s just 
what every TAXES user needs for fast, convenient reference. 


Made of handsome, durable black Fabrikoid—gold stamped— 
the Binder is sturdy, long-lasting, blends with today’s office equip- 
ment, is at home on your library shelf. 


There’s a window label showing contents by year—to make 
sure you get what you reach for. 


Here’s your opportunity to build your own “treasure house” of 
usable tax law information. 


Just fill in and mail the convenient Order Card attached. We'll 
deliver your Binder promptly and guarantee your complete satisfaction. 


Price . . . $2.50 Each 


CCH, PrRropuwucTs, COMPANY. 


RRA LRA” LANNNHNNHMMNNMHNNNHNHNMNNHHHY* 
BOOKS BY MAIL 


4025 W. PETERSON AVE., CHICAGO 46, ILL. 








